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PROCEEDI NGS

DR. W LENSKY: Let's get started. Gentlenen?

MR. ZABI NSKI: Today, Scott and | are going to
tal k about our prelimnary findings on geographic variation
in per capita fee-for-service spending and propose a new way
of | ooking at paynment patterns.

There is substantial variation in Medicare+Choice
paynment rates across geographic areas. This is due, in
part, to the variation in counties' 1997 fee-for-service per
capi ta spendi ng because bl ended paynents depend on the per
capi ta spendi ng which has substantial variability. The
variation in fee-for-service per capita spending has three
pri mary conponents, health status differences, input price
differences, and practice pattern differences where practice
pattern differences include differences in the ways doctors
make deci si ons about service use as well as beneficiaries'
inclination to use services.

What we wanted to do was break the variation in
fee-for-service per capita spending into its three

conponents to get a sense of the relative inportance of
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each, especially in regard to the practice patterns. To do
so we started with HCFA data on 1997 fee-for-service per
capita spending for each county. And then we adjusted those
values with the intention of renmoving the effects of
differences in health status using risk scores fromthe
interimrisk adjustnment systemto neasure health status.

Then we divided those results by the counties
i nput price indexes to renove the effects of differences in
input prices. ldeally, the final values that we had would
reflect only the differences in practice patterns. However,
the risk scores fromthe interimsystemdon't fully account
for the differences in health status. So those final values
actually are sonme conbi nation of the practice pattern
di fferences and sone of the differences in health status.

Qur prelimnary results show that after adjusting
the 1997 fee-for-service per capita spending for health
status and i nput prices, substantial variation renained.

Qur findings are conparable to those for the Center for
Eval uative Cinical Sciences at Dartnouth Medical School and

inply that rmuch of the variation in per capita spending is
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due to practice pattern differences.

However, these results should be interpreted
carefully and considered only a first approxi mati on because
they likely overstate the true variation that is due to
practice patterns and they're probably a conbination of the
practice pattern variation and the variation in health
st at us.

Because we have found a | arge variation that
likely overstates the true variation, we intend to do an
addi tional analysis for the 2001 production cycle using a
better neasure of health status, that being risk scores from
a yet to be determ ned conprehensive risk adjustnent system

Whet her to continue to all ow Medi care+Choi ce
paynents to reflect the variation in practice patterns
rai ses sone inportant policy concerns. One is whether
hi gher paynents in the counties with relatively costly
practice patterns result in better health outcones relative
to the outconmes that would occur in the absence of the
hi gher paynments. |If this is true, this raises an equity

concern, that being should not all Medicare+Choice enroll ees
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have access to the nore effective care?

But if the higher paynents are not associated with
better health outcones, then the organi zations in the
counties with the relatively costly practice patterns have
nore flexibility in ternms of substituting benefits such as
prescription medicines for the costly treatnent methods used
in the traditional program

This raises two nore equity issues. One is
whether it is appropriate for Medi care+Choice beneficiaries
in the counties with relatively costly practice patterns to
recei ve substantially nore benefits than others. Sonme m ght
argue that they should not and therefore paynents shoul d not
include the effects of practice pattern differences.

However, this |leads to the second issue, that
being if the effects of practice patterns differences are
renmoved from paynents, could Medi care+Choi ce pl ans conpete
with fee-for-service in the counties with relatively costly
practice patterns?

That's all | have today and now |I'd like to turn

t hi ngs over to Scott.
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MR. HARRI SON: Dan has raised sone interesting
di stributional issues, but rest assured | do not intend to
solve themin the next few mnutes. Instead, 1'd like to
di scuss how we | ook at the notion of cost in the
Medi car e+Choi ce program A shift in thinking about the
costs may provide us with nore tools to use in addressing
those distributional issues and in maki ng recomendati ons on
Medi car e+Choi ce paynents.

The Medi care costs of the Medicare+Choi ce program
are usually seen in terns of the fee-for-service cost that
the traditional Medicare programwould have incurred if the
enroll ee had been in a traditional program Sonme exanpl es
of how this thinking gets into the process is the bl ended
rates are based on historical fee-for-service spending, the
annual update is tied to increases in fee-for-service
spendi ng and the Medicare program The risk adjuster
systens are all based on fee-for-service spending patterns.
And government agency auditors, they use fee-for-service
billing practice guidelines when eval uating the

Medi car e+Choi ce cost subm ssi ons.
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The problem w th approachi ng Medi care+Choi ce costs
in this manner is that the plans may have cost functions
that are very different fromthe traditional Medicare
program and their actions are difficult to understand when
you | ook through a fee-for-service filter.

Returning to our distributional issues for a
mnute, in the BBA Congress did state that it wanted
Medi car e+Choi ce plans to be available as a choice for
beneficiaries. In order to understand the patterns of plan
availability, we would need to understand what influences
pl an | ocation decisions and cost is no doubt a major
i nfl uence.

The next slide illustrates a very sinple nodel of
pl an costs that seens conpatible with our current
under st andi ng of plan | ocation deci sions.

There are three primary assunptions underlying
this. There are fixed adm nistrative costs represented here
by A, to participating in the Medi care+Choi ce prograns that
are i ndependent of the |evel of nedical spending by the

pl an.
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Two, the plans are able, through their
adm nistrative investnent, to either pay providers |ower
rates or to inprove the efficiency of their providers'
practice patterns in order to deliver nedical services at a
| oner cost than the traditional Medicare program

And three, at sone |evel of fee-for-service
spendi ng, the costs of the two delivery systens woul d
i ntersect.

Thi s nodel coul d explain why plans are nore
available in areas with high fee-for-service spending,
nmeani ng hi gh paynent rates, so at the right-hand side you've
got Medi care+Choi ce plan costs well below the fee-for-
service costs, therefore it could explain why plans in high
paynment areas can afford to offer richer benefit packages
than traditional Medicare. Yet on the left side, they're
not able to survive in markets where there is | ow fee-for-
servi ce spending or | ow paynent rates.

Thi s nodel could be consistent with both the
clainms of GAO that plans are overpaid on average, and the

clainms that plans are underpaid in many markets. This node
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could al so be useful in predicting the effects of different
paynment proposals, such as raising or lowering the floor or
changi ng the m ni mum updat e percent age.

A wel | -specified nodel may hel p us face sone of
the distributional issues by enabling a broadening of the
geogr aphi c area where budget neutrality is required, and it
may be able to help us cal cul ate budget neutrality on a
w der ar ea.

Congress began that type of approach through the
bl ended rates included in the BBA and this type of nodel
m ght hel p us anal yze and make recommendati ons on the bl end
percentage and the bl end approach in general.

At this point, however, the nodel is conpletely
unspecified. W don't know the value of AL W don't know
the slope of the line. W really don't even know that there
is aline there. So we plan to estimte the nodel using
cost data that the plans have submtted to HCFA, the so-
cal | ed ACR dat a.

Beginning this year, plans were supposed to submt

base year Medi care+Choice data. Their cost data base year
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is 1998. This data is now available. In prior years this
data didn't exist because the plans only submtted
proj ections.

In the future, then we would Iike to take this
nodel , if one develops, and link that with an enroll nent
nodel that would predict enroll nent based on Medi care+Choi ce
paynent rates to sort of get the whole set of possibilities,
what woul d happen with changing rates.

Now |I'd Iike to hear your feedback.

MR. MacBAIN. Dan, | have a nunber of questions
for you. Maybe the easiest thing is let ne run through them
and then you can go through it.

One is how do you treat DSH? |Is that an input
price or not? And if you' re of the epi phany persuasi on, how
do you include GQVE?

Second is treatnment of beneficiaries who are not
t aki ng advant age of benefits, DOD and VA beneficiaries.

Third is are there other variables that could have
i mpact on this, such as a prison population in a rural

county, state hospitals? |Is there any way to neasure the
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i mpact of low Part A and Part B enrollnent in a given
county, again particularly in rural counties where you're
dealing with a snall denominator to begin wth?

Based on sone of the information fromthe | ast
nmeeting, that indicated that perhaps the high percentage of
peopl e joi ni ng Medi car e+Choi ce plans are receiving incones
bel ow $25, 000 and do not have Medi care suppl enent al
benefits, which would make thema fairly uni que popul ation
conpared to the broader nunber that goes into the AAPCC. Is
there a way of conparing their per capita costs to the
AAPCC, to get a sense of whether when you' re done you're
really neasuring the variables in the population that's
enrolling in the +Choice plans?

MR. ZABINSKI: Can we go through those one at a
time?

MR. MacBAIN. Let ne have one nore and this may be
t he toughest. Again, thinking of rural counties, back in
the ol d AAPCC days, the year-to-year variation was one of
the real difficulties intrying to sustain a rural plan.

You're going to be looking, |I think, at just a one year, the
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base year. |Is there a way to average that? Take say ' 95,
'96, '97 and average themso that you do away with sonme of
t hat year-to-year noise?

MR. ZABINSKI: Let's see, that |ast one, as far as
data availability, I"'mnot sure if we could handle it that
way. The data that we have is straight from HCFA website
and we wanted to go back to the 1997 | evels because that's
where the actual per capita spending in its purest formis.

But as far as |ooking at a nunber of years, it's
just sonething |I'd have to | ook into.

MR. MacBAIN. |If nothing else, you nmay want to at
| east want to address the extent to which that would or
woul d not inprove the analysis. M main concern is with the
smal | counties, where there's been so nuch variation year-
to-year. But if you pick a |ow year for one county or a
hi gh year for another county, it may not be representative
of what you're actually trying to neasure.

MR, ZABINSKI: | hadn't thought about that but I
think it's a good point. First question.

MR. MacBAIN: The special input prices, primrily
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DSH but possibly al so nedi cal education.

MR. ZABINSKI: | hope this can answer your
guestion. | wll give you the general outline of the
met hod. We adjusted the Part A using hospital wage index,
sort of in the simlar fashion of how rates are adjusted,
specified under the BBA. It's sort of .7 tinmes the hospital
wage index plus .3. And then you use that as a divisor.

You just divide the rate by that result.

For Part Bit's alittle nore conplicated. You
use the geographic adjustnent factor and the hospital wage
i ndex toget her.

MR MacBAIN: So to the extent the DSH and GVE
paynents are included in the figure you' re adjusting, that's
going to be treated as -- well, it wouldn't be a difference
in input prices, soit's part of the residual. So it's
essentially a practice pattern issue, if you happen to have
a lot of teaching hospitals or hospitals that quality for
DSH.

MR. ZABI NSKI :  Ckay.

MR. MacBAIN. The second one was what happens in
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t he denom nat or when you' ve got people who aren't using
benefits but are counted as beneficiaries, such as DOD, VA,
and possibly -- 1 don't know whether prison popul ations or
state hospitals would be |unped into that.

MR. ZABINSKI: I'msorry, I'mnot quite fully
under st andi ng the questi on.

MR. MacBAIN. Again, you' ve got a rural county
where half the Medicare beneficiaries qualify for Veterans
Adm ni stration benefits and drive into the nearby city to
get services froma VA hospital. They count in the
denom nator when you're calculating the per capita cost, but
they're not generating per capita costs at nearly the sanme
rate as other beneficiaries.

You're going to neasure that right now as a
practice pattern differential when, in fact, it's a
denom nator problem Either that or find sonme way of
i ncorporating the costs in the numerator.

MR, ZABINSKI: Right. Quickly thinking about it,
| don't think that the nmethod that | used allows for that

di stinction.
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MR. MacBAIN. M concern is that you' ve got three
conponents but there are sone other variables in there that
you can't just assune the practice patterns is the residual
and control for input price and health status.

MR. ZABINSKI: As far as | can tell, the nethod
that | used doesn't allow for that adjustnent, but | think
it's sonething to think about.

MR. MacBAIN. | look forward to nore conplication
in the next presentation.

MR. ZABINSKI: Enpirical work, it always seens
like there's nore conplications comng up all the tine.

MR. MacBAIN. The | ast one was just a comrent
about whet her you can get access to data that would |l et you
conpare the | ow i ncome, non-Medi care suppl enental popul ation
with the overall AAPCC

DR. KEMPER | just want to start by saying |
found this very thought provoking so I'll make a nunber of
comments. One is I'mnot sure where this is headed in terns
of the distributional issues, but you raise the question

pretty explicitly of who gets the savings if the HMO care is
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| ower .

And | think, in thinking about that, we need to
remenber that beneficiaries are trading off nore benefits
for less choice in a different kind of care delivery. So if
you just look at the cost, you' re m ssing the consuner
aspect of that choice. And at |least in the commerci al
sector, there's sone notion that enployees are trading off
sone | ower out-of-pocket costs for |ess choice and a
different delivery style.

So just focusing on the cost and saying well,

Medi care ought to take all the savings, is sonmething we
ought to be wary of. |It's also the case that, to the extent
that you m ght want to have incentives to nove people into
managed care, you want to think about taking away that

i ncentive.

Secondly, | had one question about what you nean
by | ooking at costs because the benefits differ depending on
what's offered to the beneficiaries. And presumably that's
related to the conpetitiveness of the market. So it seens

to nme there needs to be sonme sort of actuari al
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standardi zati on of the benefit package when you're | ooking
across counties or across markets, because the policies
aren't the sane.

MR. HARRI SON: The ACR data separates the Mdicare
benefit package specifically fromthe other types of
benefits that are offered, the supplenental and the
addi tional benefits.

DR. KEMPER:  And whi ch woul d you be | ooking at?

MR. HARRI SON: We woul d be | ooking at the basic
benefit package.

DR KEMPER: But | think with respect to this
consuner choice issue, you mght also want to have at | east
part of the analysis |ook at what's happening to the
consuner benefits.

The third thing is that -- and it's along the
theme that Bill was tal king about, and | thought the nodel
was useful as heuristic nodel of saying the cost functions
m ght be different. But one thing to think about is the
geography and econom es of density in rural areas, because

|"'mnot sure that's an adm ni strative cost or managenent
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cost econony of scale issue, but nore an econony of density.
It's hard to put together a network, and so on.

And | guess the last thing is the health status
measure has its limtations and whether you could | ook at
mul tiple years of data in your file to get a better neasure
of health status by |ooking at diagnoses over several years
to inprove that.

But | found this very thought provoking.

DR. LONG | agree with Peter that this has
stinulated a |l ot of thought and | |ike the idea of
proceeding to see if we can produce a nodel. |'msorry that

Alice and Janet aren't here to test sonme of ny recollections
about things, but I would enphasize Bill's point about the
year-to-year variation. That's not just a rural phenonenon.
If | remenber correctly from AAPCC tracki ng over many years,
there was huge year-to-year variation. Wich is why a five
year noving average was incorporated in sone of that
original rate setting nmethodol ogy.

And certainly in a couple of MSAs that |'m

famliar wth, there's huge variation between adjacent
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counties, even though the face denographics | ook very nuch
t he sane.

| would also reiterate the potential influence in
| ower popul ation areas of the VA, DOD interactions.

A technical question on the ACR  Doesn't that
i nclude sort of a straight line cut at the fixed costs, the
A mrroring the comrercial side of the business?

MR. HARRI SON: | suspect it does. It's going to
be cost accounting and how they actually have it.

DR. LONG So you need to be careful with that
piece of it. The other stuff is actuarially determ ned, as
| appreciate it, but the admnistrative part is a cost
accounting potential artifact.

And then finally, I would think that, again from
j ust personal experience and observation but here's where |
wish | had Alice and Janet, it would seemto ne that a major
vari able here is the extent to which there is risk plan or
Medi car e+Choi ce penetration in the county because your fee-
for-service nunber is the residual of all the people who

didn't sign up for the program And as you see all those
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neat ads with the tennis playing, back-packing seniors, and
you figure out who at least initially was in these plans,
one woul d expect there to be a very positive correlation
between, at least in the early stages of enrollnent, between
the enroll nent and the remai ning per capita costs in the
fee-for-service sector

DR. W LENSKY: Al though we've never actually seen
t hat .

MR. HARRI SON: There was sone research a few years
ago that tal ked about a managed care spillover. | think it
was a guy named Baker from Stanford actually found that the
hi gher the Medi care penetration, the | ower the spending.

DR. LAVE: No, the overall penetration.

DR. NEWHOUSE: Both have been found. You're right
about Baker, but there's another finding on Medicare
specifically.

DR. WLENSKY: This is sonmething Lou Rossiter
rai sed 10 or 15 years ago in sone stuff that he was doing,
that he woul d expect to see higher fee-for-service as a

residual if, in fact, there was this kind of selection. But
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both the Law ence Baker studies and other studies have
actually never shown it. |If they've shown anything, it's
t he reverse.

DR. NEWHOUSE: But also on that point, | had a
doctoral student who did find the higher rates fromthe
sel ecti on phenonenon al so.

DR LAVE: That's the one | renenber, too.
There's been studies finding both ways, that overal
penetration is clear. |'ll make some conments |ater on
t his.

DR. NEWHOUSE: | have comments at several |evels.
Along with Bill's list, with the GW¥ and the DSH, you coul d
toss in Medigap variation which will influence fee-for-
service variation

| have sonme hi gher |evel concerns, though. You
agree that the residual variation is greater than the
practice pattern variation, but then when you go on to
interpret this, in terns of what to do about policy, you
asked do hi gher paynents |ead to better outcones.

Well, to the degree there's residual health status
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variation in there, which there surely is and will be even
after you get the HCCs in there, | would say, then there
needn't be better outcones. You could just be picking up
the residual variation in health status.

| f higher use areas are al so sicker areas, you'l
nmeasure that. | would be nore worried about that if |
t hought you could actually nmeasure outcones, but | don't
think you can really neasure outcones very well anyway.

So I'mnot sure where that |eaves ne with this.

In terns of the stuff Scott presented, | thought
that was kind of an interesting conceptualization and |et ne
push you one step further, in terns of policy inplications.
It seens to me the policy inplication would be that, at
| east for managed care organi zati ons above a certain size,
one would ideally pay a lunp sumthat would cover the fixed
costs and |lower the rate per person to the marginal cost
rate.

MR. HARRISON:. That's a possibility, | guess.

DR. NEWHOUSE: That seens to me what follows from

t hi s.
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MacBAIN: It sounds |like partial capitation

NEWHOUSE: No, it wouldn't be partial

MR. MacBAIN.  You're tal king about fixed fee, just
flat.

DR. NEWHOUSE: Fixed fee plus, yes. Yes, that's
what |I'mtal king about. It seens to ne that's what, if

you're fitting this cost function, that's where you go.

DR

DR

DR

this, this is

DR

Those weren't

DR

KEMPER: But we don't do that for hospitals.
NEWHOUSE: That's right, which also --

W LENSKY: Presumably, if you were going to do
what you would do for many ot her plans.

KEMPER: But those are markets al ong the axis.
nunber of peopl e.

NEWHOUSE: But if you extend this kind of

reasoni ng, you say that for the adm nistrative cost, the HVO

is managing to treat each patient at a | ower cost.

Presumably they're out there negotiating discounts or

they' re managing utilization in sone fashion.

MR.

MacBAIN: | think Scott's point is that the
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production function is different. 1It's not necessarily a
pure fixed and variable. The HMO variable cost, it may have
a nunber of variable costs that go up nore slowy for

vari ous reasons, that would affect the slope of the Iine,

ot her than provision of health care services, marketing
costs or sonething. | don't think you know.

But the point, | think, is a very good one, that
the production function is different and it's different
enough that it's going to have an inpact on how pl ans
eval uate rates.

DR. LEWERS: 1'Il be brief because |I think the
poi nts that have been nade are ones that | wanted to nake,
perhaps in a little different fashion.

Dan, in the point that was brought up about the
vets program the mlitary, et cetera, you mght take a | ook
at Chio. Floyd mght want to comment on this. Chio, in
their county basis, if you take a ook at that, it will very
qui ckly denonstrate to you the differences that occur where
there is a mlitary base. |'msure there are other states,

| just happen to be famliar wth what has happened in Chio.
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| think the point that was just nade in that
di scussion is one that I wanted. Wen | |ook at you table
with costs and the cost differences on either end conpared
to fee-for-service, | think we are perhaps isolating out the
managed care program as having certain costs that the rest
do not have. | think you can argue that.

Those costs are there, they're in a different
framework. | think what Peter is talking about with
hospitals, | can also argue the sanme thing with physicians,
cost of starting practices, a nunber of issues, the startup
costs. And they are marketing that. So | don't necessarily
agree with that, but they are.

And so | just think that you need to take all of
that into consideration when you' re tal king about the base
on what you're really dealing with at this point in tine.

So I don't know that there's a lot of difference.
The costs are different, the costs are | abeled different.

W |ook at themdifferently. But they're the sane, if you
really want to argue it.

And that's the point | think Joe is tal king about
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with the differences in the various studies that have
denonstrated that. | think that's the sane area, a little
different context, but | think it's the same. So | don't
know how you're going to |l ook at that.

DR. RONE: A couple points. One is that | am
assum ng that age is one of the health status neasures; is
that right? |s age in there? Because the slope of the
rel ati onshi p between expenditures and age is very steep and
relatively mnor differences in age fromdifferent counties
because of people who are retiring or whatever, wll make a
bi g difference.

MR. ZABINSKI: Age is part of the interimrisk
adj ustment system It's a factor that's used init.

DR. RONE: Secondly, are there neasures of
soci oeconom ¢ status? Bill commented on this, | think that
may be an inportant determ nant of the process of care.
Peopl e have an informal support system they require |ess
formal supports than people who don't have an informa
support system It's part of the variation in care which is

not physician determned but is nore patient determ ned.
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There are racial and ethnic and ot her
characteristics that go into this. W know that people with
t he sane di sease have nuch different illnesses based on
t heir soci oeconomc status. |Is that in there?

You should look and if it isn't, you m ght
consi der producing a variable, if you have one, that rel ates
t 0 soci oecononi c st at us.

The third question has to do wth the utility of
the findings when we're done. As | understand from what you
said basically these are not 1997 data. This is the average
per capita expenditure in these regions from 1991 to 1995,
so let's call it 1993 on average. Then trended forward
according to the national 1997 expenditures.

So whatever the average increase or the total
increase from'93 to '97 was for the country, that's how you
trend for these individual expenditures in these individual
regions. So we're tal king about 1991 to 1995.

And | would submit that the pattern of care in
many hospitals with respect to the length of stay, with

respect to the variation and the treatnment of individuals



10

11

12

13

14

15

16

17

18

19

20

29

with the sane DRG with practice plans and all the things
that we talk about all the tine has changed very
substantially in the | ast seven years.

So I"'mtherefore concerned that people are going
to deeply discount the findings by saying that was then but
this is nowand it may not be that rel evant, or whatever.

So I'd be interested in your response to that, that may not
be valid. But |I'mconcerned about the fact that things are
changi ng pretty quickly out there and we're really talking

about seven-year-ol d data.

The last thing, and we've gotten a | ot of
econom sts and people here. [|I'mnot an econom st, in fact |
never even took econom cs, which is probably self-evident.
And when | did research, it was in a |laboratory. So this is
college statistics that 1'mrelying on here fromnany years.

What you're doing is you' re using the coefficient
of variation, which is the standard deviation divided by the
mean, to develop an increasingly kurtotic distribution as
you refine out sone of these characteristics that determ ne

sone of the coefficient variation.
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| wonder why you don't do sonething |like an
anal ysis of variance, where you can define the anmount of
variance rather than variation which is attributable to
various characteristics, which mght not be exactly the sane
as relying on the coefficient of variation.

That nay be wong, but that's sort of a distant

nmenory.

MR. SHEA: You're worse than the econom sts.

DR RONE: This is statistics 202.

DR. LONG Do you want to give a lay definition of
kurt osis?

DR. RONE: A kurtotic distributionis one that is
increasingly steep, isn't it? And constrained, with a
smal | er coefficient of variation.

DR. NEWHOUSE: It has to do with the thickness of
the tails.

DR. ROAE: So sonebody around here can correct ne
on that, but I'mnost interested in your concern about your
response to the seven-year-old nature and the changi ng

basel i ne of process of care.
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MR. ZABINSKI: | think that's something to think
about .

DR RONE: That's fair. [1'Il accept that.

MR, ZABINSKI: | don't have sone grand comment to

gi ve you right now.

MR. HARRI SON: Jack, do you think the variation
woul d have changed?

DR. ROAE: Yes, | think that exactly the variation
woul d have changed. | think that the way we design these
prograns is | look at the variation, and Dr. Loop |I'm sure
| ooks at the variation at his hospital, and say we want to
decrease this variation. W want to inprove the
ef fectiveness and the efficiency and the predictability of
the care of a patient with a hip fracture and renove the
very long |l engths of stay and the conplications that cause
those, whether it's deliriumor infection or whatever.

So by putting the patients in care plans where we
nmore carefully nonitor the resources and the status of the
patient, our goal is not just to reduce the length of stay

but in fact, ny goal is to reduce the variation. |It's
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anot her way of also, | think, reducing error.

So that's the point. And therefore, | would think
that the variation woul d have decreased over the | ast seven
years, yes.

DR. LAVE: | nust say Jack has taken ne kind of
aback because | had not realized we were not dealing with
1997 data but were dealing -- is he right, that we're
dealing with basically 1993 data?

DR ROAE: On the top of page four it says, it is
inportant to note that a county's 1997 per capita spending
is determned by multiplying the national '97 spending by
the relative value of the county's spending from 1991
t hrough 1995.

DR. NEWHOUSE: That's the five-year average | ag.

DR RONE: Yes, so it's 1993 trended forward to
1997. So it's just that rnmuch ol der

DR. LAVE: | guess ny problemis I'mnot terribly
sure why we're doing this, the nore that | think about this.
| sort of have two reactions. One reaction is can we

devel op a better nodel to explain the per capita variation?
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| think that there have been a nunber of suggestions here
that have said that we can do that.

| have sonme that | think that Bill put us on the
right thing. You want to take out the DSH and | woul d say
you want to put in Medicaid because nostly Medicaid people
are in the fee-for-service sector. And we know that they're
relatively high use.

| would want to put in the Medicare penetration of
plans but it's sort of difficult if it's five years trended
forward

But | think we could all develop a better nodel
and ny assunption on the nodel is that | would try to node
it very well and not necessarily tie it to Medicare paynent
policy if | could do a better risk adjustnment. There was
sonme interesting work by Cutler, who did this.

But then |I guess the question really cones, what
do we have when we've ended up there? What does it really
tell us about how we want to go about paying plans? |'m not
sure what it really tells us about how we want to go around

payi ng pl ans.
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It has always seened to ne that |'ve al ways been
sort of puzzled about what to make about the variation in
expenditures in a fee-for-service world, in a policy
framewor k, because people get their care in the county in
which they get their care. So it doesn't seemto ne there's
sone way of saying okay, Judy, you're unlucky enough to live
in Massachusetts but I"monly going to give you enough noney
to buy the kind of care you could get if you lived in
California and good luck to you. | just don't know what
t hat neans.

The question about how we should pay plans, it
strikes nme, is where we ought to be focusing our attention,
and whether or not it makes sense to focus how we pay pl ans
on the current admnistrative pricing system |Is that the
right way to go? |If we do that, then how should we really
set that price? And how should we tie it to what's
happening in the fee-for-service world? O should we?
Because we know there are these peculiar bal ances.

O should we be noving towards nore of a one where

you have the plans cone in and negotiate and bid over the
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anount that they want to charge us to take care of these
patients?

So | think that our work -- | guess that | cone
out to think that it's probably nore inportant to try to
figure out really the strategy we ought to be using to
payi ng health care plans to take care of Medicare
beneficiaries rather than trying to do sonme very
sophi sticated anal yses of these very old data as the basis
for setting paynents for the year 2000, |I'm puzzl ed about.

| think it's intellectually very interesting. |
can think of lots of studies and how to go about it, but I
guess | really do think that the question we ought to be
asking is a different one. The question we should be asking
is how should we really be paying plans? To what extent
does it make sense to be basing what we pay plans on what's
happening in the fee-for-service side? If we were going to
really do it, what would we really want to know fromthe
fee-for-service side that, in fact, would nmake it rel evant
for setting the paynent?

So | keep thinking mybe we want to nove oursel ves
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beyond t he box.

DR. W LENSKY: Ted, did you want to say sonething
specifically on her point?

DR. LEVERS: | think she brings up a good point
and the conplexity of this and the changi ng structure,
because your statenment that Medicare is the majority of fee-
for-service is a change in structure in itself. | don't
know what the nunbers are now that are in nanaged care.
know they're fairly high in Maryland and ot her states that
are doing this.

DR LAVE: Medicaid and Medicare --

DR, LEVERS: Medicaid patients are noving into
managed care because the states are buying the policies in
that fashion, so it's another changi ng paraneter.

DR KEMPER: On Judy's point just quickly. |
don't want to put words in your nouth but | thought this was
notivated by the plan withdrawal and the paynent rates
relative to cost. That's really what got you started on
this was the plan withdrawal and trying to understand why

pl ans enter one place. Presumably that's a paynment cost
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i ssue.

| agree with you, the paynent ought to be..

MR. MacBAIN. Let nme junp in on this, too. As |
understand this, the notion of if you think of a sinplified
system where you have two counties, one in which the
practice patterns are el aborate and one in which they are
efficient, the paynent rate in the el aborate county woul d be
hi gh enough so that the health plan that can nove the
practice patterns for its beneficiaries toward the efficient
end of the spectrum can nmake noney.

Whereas, in the efficient county, the paynent
rates are already reflective of that |evel of efficiency and
you can't run a +Choice plan there and nake noney on it,
because the goal has al ready been achi eved.

And in that kind of a system which is reflected
by the current paynent strategy -- and Dan's point, | think,
is valid that a | ot of what determ nes the county-by-county
variation is the practice patterns that are baked into these
statistics -- then what we've got really with

Medi car e+Choice is a program focused on inproving efficiency
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in those el aborate counties and sort of |eaving the
efficient counties alone, if you buy that argunent, that one
of the principal variables in practice patterns.

That's why | think it's worthwhile seeing if
there's a way that we can tease that out, to see if we could
filter out differences in practice style to see what's left.
And if there were a way to gear the county-by-county paynent
rates based on things other than practice patterns, then
you' ve got a national programrather than a focused program

Now you know, it's a policy question. Maybe what
we really want is a focused programthat only deals with
t hese counties that tend to be at the el aborate end of the
scal e.

| think Jack's coment on whether the data is too
old to be valid, for the research question of whether we can
determ ne, whether we can neasure the extent to which

variations in practice patterns determ ne the county-by-

county variation in the AAPCC, | don't think the age matters
that much. It's just a research question of can we find
t hat out.
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The difficulty cones then if we want to translate
that into a change in how we actually cal cul ate the thing.

| woul d suspect actually, because nost people
don't get their care in places |ike Munt Sinai, that the
nore that you have been successful in reducing variation,
the nore you' re establishing a different standard froma | ot
of the rest of the database and the variation county-by-
county may actually be increasing rather than decreasing if
you' re | eading the world.

DR. KEMPER  Except it's expandi ng.

MR. MacBAIN:  That's true.

DR RONE: | think that's fair. |It's just a
guestion of the distinction given |imted resources for the
Comm ssion and limted tine and a very |l ong agenda, to help
the staff prioritize anongst all the different things, there
are sonme really useful and interesting questions.

MR. MacBAIN:  You tal ked about statistics and
[imted resources in the sanme discussion. You are an
economi st .

DR. W LENSKY: Let nme give you a policy reason.
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think this is actually a very inportant issue and it has to
do with the whole heart of prem um support discussions. It
doesn't matter whether you support that idea or not, it is

clearly an issue that is going to be on the agenda for the

next five or six years.

The fundanmental principle of prem um support has
basically been to have a siml|ar paynent adjusted for health
status and cost of living across the country, although
there's a debate about exactly how you want to price out the
traditional fee-for-service. But the issues that cone up
really go the hardest to whether you can sort out practice
style variations, and then you can have a debate about
whet her or not that is sonmething that ought to be regarded,
as Peter has suggested, that if people have plan choi ces,
one of the things they may think about as a trade-off is you
may go to a plan that has a nuch nore conservative practice
styl e.

You get nore benefits but you may get |ess of
sonmet hing el se that other people would regard as inportant,

internms of either choice of physicians or the style of
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practice, in which the physicians practice. O vice versa,
that you stay in a very |oosely associated plan where there
may or may not be a very aggressively different type of
practice style.

Now | don't question the issues or the
difficulties that people have raised, as to how you know
what you've got, but it would strike ne that rather than
being an interesting academ c exercise, it's sonething which
may not be of critical use for our March or June report in
terms of imedi ate | egislative change, although one can say
in the year 2000 there is probably nothing that is going to
be of inmmedi ate | egislative change given the particul ar nood
we' re seeing devel op

But | actually think this is one of the nost
important long-termactivities conparable to sonme of the
work that PPRC did on risk adjustnent in the m d-1990s. And
again, we may well, at sone point, throw up our hands and
say there are problens we just can't resolve. But | think
this is just absolutely going to go to the heart of the

di scussi on of how should the governnent's prem um
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contribution be nade if it were to want to go down this
route? And what are the inplications of accounting or not
accounting for variation in practice style, in ternms of the
ki nd of cross-subsidies that exist now and in the future?

So | just think that it's of much higher policy
rel evance, although again not literally for March or June in
2000.

DR. NEWHOUSE: |'m rmuch nore pessimstic. | took
this as the notivation for it to be should we narrow
geographic differentials? Because if you could take out --
there seenmed to be a consensus --

DR. W LENSKY: That too.

DR. NEWHOUSE: You wouldn't narrow -- to the
degree it's input prices, to the degree it's health status,
you pay for that. To the degree of practice plan variation,
you wouldn't. It wasn't clear what that nmeant for the |evel
of paynment, but at |east you' d have a debate then about what
the I evel of paynent ought to be focused on the variation.

Now t he problemw th that argument and the reason

|'"'mnot nearly as enthusiastic about this is really very
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simlar to Judy. | don't think you can get -- at the end of
the day you won't know how much of what is in the residua

is due to unnmeasured health status variation. Because al
you're going to have, at best, is the HCCs, which we know,
in fact, they neasure about 9 percent of the variance. And
if you just take each person's nean and | ook at the variance
across each person's nean, you should be able to explain at

| east a quarter of the variance and probably nore fromtine
varying things that one would know about and be able to
predict.

So this says probably the HCCs, the health status
adjusters that will be in here, along with the age and
denographics, will only explain about 30 to 40 percent of
what you coul d expl ai n. Now you coul d potentially correct
for that in here and say that well, we'll make that kind of
correction and then we'll have left sone residual variation
that we'll call practice pattern

But then I don't know where you're at and | don't
know t hat you have a very defensible concl usion.

DR. WLENSKY: Let nme just reiterate. To the
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extent that we can have any thinking going on about how to
try to nove this issue forward, this is not sonething that I
see that we need to resolve in the spring or sunmer of 2000.
| just think it's an area in which we ought to try to invest
sonme resources because it is -- | don't know where we're
going to go with the prem um support debate, but at |east at
the nonent, | ooking forward to major Medicare reform it
probably represents the area that has the nobst support.

So at sone point this is going to again ranp up
into a very serious policy issue. And this has got to be --
| nmean, it is, in large part, an issue in trying to set
governnment prem uns about this notion of who's problemis
the variations in practice style, which we've known for a
long tine is a significant conponent of spending. And is it
sonet hi ng where basically the governnent ought to, to the
extent it can, say people in areas can deci de how t hey want
to do about it? O is it sonething they'll say that we'l|
pay for, which inplicitly is what happened under the current
Medi care schene, where we know there are | arge variations

and the governnent basically finances those |arge
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vari ations?

| just think trying to see whether or not we can't
find ways to assess the residual, either in sone markets, or
deci de once we know where we are whether we want to go out
and try to do a special study in tw or three areas, where
we really try to enpirically see whether we can't understand
what's in the residual ?

As | said, this is not just an interesting,
cerebral exercise.

DR. RONE: It sounds |ike reasoned and experienced
peopl e disagree. | nean, what 1'd take away, if | were you,
is when you've finished witing the paper, ask the editor to
send it to Gail for review and not Joe. These are
reasonabl e differences. | guess it nmeans we shoul d go ahead
and see what the results are and you guys will be prepared
for the questions.

DR. WLENSKY: 1'mnot questioning the difficult
statistical problens that are there. This is a policy issue
that's not going away, so it's a question of whether we can

find ways to try to understand the residual better once we
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have gotten this step --

DR ROAE: |Is there a way to get fresher data?
mean, can you address that at all.

DR. WLENSKY: It's not the data.

DR. NEWHOUSE: Actually, | think the coefficient
variation is that variable over tinme. | nean, | don't have
recent data, but if you go historically, |I don't think it's
that dramatic a change.

DR. WLENSKY: | don't think that's the problem
either. | think the question is what can we find out about
the health status differences in sone areas, if we were to
try it on a smaller scale. That's how | would ook at it.

DR. LAVE: | think that | agree with you that your
guestion is a very inportant question. The question that |
have is, howw Il this analysis informus about whether or
not we can, in fact, do somethi ng about prem um support?

Now | woul d begin by arguing that this analysis
shoul d not be designed to give us information into setting
the prem um because it doesn't have the right kind of

variables init. So what we are going to end up doing is
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trying to determ ne whether or not, in fact, we can do a
better job in accounting for, at sonme period of tinme, the
variation and expenditures at the county |evel.

So that's really what this is doing. And it does
tell me that if we can explain this, then we m ght be able
to say well, in 19-X we had this variation and very little
bit of this variation was accounted for by whatever health
status nmeasure we could find. And so | would say that if we
want to try to find -- what is health status and what is
variation? Can we get a handle on that at a |large |evel,
popul ati on base | evel, not worrying about the selection
pr obl enf

The | think we should do as good a job as we can
intrying to determ ne sone surrogate health status neasures
that m ght capture that question in this particular tine
period, because that's the question that we' re asking.

So | would make a number of suggestions for you
In this time period, the Medicaid recipients were, in fact,
not in Medicare nmanaged care. So | would | ook at the

proportion of poorer Medicare fee-for-service patients



10

11

12

13

14

15

16

17

18

19

20

48

because we know that they tend to have | ower health status.

| think the age distribution is very inportant.
don't know how age is adjusted for in what you're doing.

| would | ook at the work by David Cutler who, I
think, tried to do sone work. | think |'ve got the right
person. And he tried to do how nmuch of the expenditure the
geographic |l evels was accounted for by various health status
measures. And he had some very creative health status
neasures that he tried to use.

And | think that the DSH has to be pulled out
because the DSH is an artificial policy variable that has
nothing to do with real utilization differences. So
artificially inflated policy variables have to be pulled out
because they've got nothing to do with resource utilization.

As | said, | would contact this David Cutler and
try to get as nmany surrogate vari abl es, not because you're
going to use this to set the premumrates, but you' re going
totry to figure out, |ooking across this vast United
States, the best | can do with all of the errors, what

proportion of this variation is, in fact, associated with
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health status differences and prices.

And you m ght conme up with sonething. That's a
very different kind of approach, but |I think it gets closer
to where Gail is and it provides sone interesting
i nformati on and maybe peopl e have sone ideas about things,
in fact, that you mght | ook at.

Now that's a very different kind of a question
from going at and | ooki ng and saying what does this
information tell me about plans? Because then | think you
have to think about it a little differently if you' re going
to tell ne what does this give nme about plans. Unless you
have a nodel that says plans are nore likely to go into
those areas for which the predicted value is -- | go through
and | do ny actual versus ny predicted and |I | ook at those
pl aces where, in fact, ny expenditures are higher than they
woul d be predicted.

You may say that may be where |I'd expect the plans
togoin. And where it's lower than it's predicted, that
m ght be, unless you have risk selection, in which case

you' ve lost a ot of the information.
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That's the way that | think that | would go about
doing this if the question is at a geographic |evel what's
happening with health status and what's happening with
residual practice variation.

DR. RONE: Can | ask Judy a question about this?
Taki ng DSH out nmakes sense to ne to whatever extent it does
not reflect any resource utilization. But to whatever
extent DSH was i nvented and put in because it takes care of
sonme variation in resource utilization, which was not
adequat el y neasured by the other things we used, DRG
vol une, et cetera, then presumably it would stay in. O
sone other factor would have to be put in. So how --

DR. LAVE: W know that that changes over tine.

DR ROAE: I|I'msorry, | alnost finished ny
guestion, but it's okay. | just couldn't resist.

DR. LAVE: M understanding is that originally in
1982, that there was a positive statistical correlation
bet ween cost and | ow i ncone.

DR. NEWHOUSE: I n Massachusetts, which was

replicated later in national data but the national data --
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|"msorry. It was replicated for Massachusetts later with
national data but the national data didn't show any
correlation. In other words, Mssachusetts was uni que.

DR. LAVE: Yes, and then the national data changed
over time so that --

DR. NEWHOUSE: No, the original study was just
Massachusetts.

DR. LAVE: But it was Steve Long's study.

DR. NEWHOUSE: No, it was Arnie Epstein's study.
And then Steve Long could replicate Arnie's finding for
Massachusetts but couldn't replicate the finding nationally.

DR. W LENSKY: The point is that there is not --

DR. RONE: What tinme is this class over?

[ Laught er. ]

DR. NEWHOUSE: Just in tinme for the next one.

DR. WLENSKY: -- that in fact it is reflecting
hi gher resource use within the Medicare popul ation. It
serves a different function.

DR. RONE: Ckay, that's a different -- okay,

that's a question. 1Is this |like a one credit course?
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DR LAVE: It's CME

DR. KEMPER | was taking the kurtosis class.

[ Laught er. ]

DR. KEMPER  Judy, | just don't understand your
comment that this doesn't speak to pricing and I don't think
we have to wait for prem um support because we have it
wthin --

DR. W LENSKY: W had the same problemw th
Medi care and Medi car e+Choi ce.

DR. LAVE: No, I'll tell you why I don't think
that it speaks to pricing, is because if the fact that sone
of the variables that | am proposing that be used for health
status are not variables that you probably could use in
terms of setting a risk adjusted paynment for the plans.

DR. WLENSKY: But you're saying it's indirectly.
This is not -- there has to be another step.

DR. NEWHOUSE: At the end of the day you're stil
going to have a big residual that you won't know what's in
t here.

DR. KEMPER  But you're tal king about how nuch is
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explained at the individual level. |It's going to explain
nmore at the county | evel because it's a big sanple or a
bi gger sanple than at the individual level. So I think
that's part of the exercise, is to figure out how nuch wll
be explained at the county | evel.

MR. MacBAIN:  Just briefly. W haven't tal ked
a whol e |l ot about Scott's half of this thing. The question
of the managed care plan production function, and |'m not
sure that will be as fruitful an avenue.

It will be interesting to see where you get. It
sounded |i ke you wanted to do a regression of ACR costs
agai nst enrol Il ment or sonmething |ike that, sort of tease out
the fixed cost conponent.

MR. HARRI SON: That would be part of it, right.

MR. MacBAIN:.  And if the adm nistrative costs, |
t hi nk maybe Hugh nentioned this, if the admnistrative costs
are calculated as a load then they're going to | ook
vari able. \Wen you' re done, even if you find sonething, |'m
not sure what it tells us froma policy standpoint.

MR. HARRI SON: The other thing we were hoping to
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do was regress it on fee-for-service costs, to see what the
curve looks like, and it mght turn out that the plan's
variation is much smaller than the fee-for-service sector's
variation by county. And that mght cone at it froma
different way, so you don't have the big problemof trying
to figure out what the practice pattern differences are and
how to pay for them

DR. W LENSKY: Thank you. Jack?

MR. ASHBY: |'msure as everyone is aware, the
Medi care margin that we have been publishing for years for
i npatient services has risen dramatically in recent years.
As of the | atest data we have, 1997, the national figure
stands at about 17 percent.

But at the sane tinme, we estimate that if the
out patient PPS and the adjustment for fornula driven
over paynent had been in effect in 1996, the national
out patient margin woul d have been m nus 30 percent even at
that tine.

Now on the inpatient side, we as a conmm ssion

concluded in the past that site of care substitution, by
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which | nmean transferring the last day or two or three of an
acute care stay to a post-acute setting, has substantially
reduced hospital costs wi thout a corresponding reduction in
Medi care paynent obligations.

So MedPAC and ProPAC before it responded to that
situation by developing a site of care substitution factor
in our update framework. We have reconmmended a downward
adj ustnent for site of care substitution in each of the |ast
three years and our March report this year suggested that
there are additional increnental adjustnents yet to be nade.

But the purpose of today's session is to explore
at the conceptual level -- we'll be presenting data |ater --
but to explore on at |east the conceptual |evel whether we
should continue to rely on the site of care substitution
factor or whether we should consider the broader option of
r ebasi ng.

Bef ore we even get into this rebasing concept, |
want to make clear that we do indeed recognize, in fact we
agree with the industry contention that we shoul d | ook

beyond inpatient paynents and inpatient margin to consider
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t he i mpact of our paynent policies, and specifically the
i npact of the BBA, on all services that hospitals provide.

But at the sane tine we believe that ideally the
base paynment rates should be set at an appropriate | evel at
each individual service. That's acute, rehab, outpatient
and the |like, rather than set an inadequate |evel across al
servi ces.

If all hospitals have the sane proportion of mx
of services, then the across-the-board adequacy woul d be
good enough. But in fact, the m x of Mdicare covered
services varies all over the map and potential problens with
paynment | evels being unbal anced anong them are a possible
paynent inequity anong hospitals and, perhaps even nore
inportantly, resource allocation decisions or even patient
treatment decisions are being nade for financial rather than
clinical reasons.

So while we will be addressing the question of
whet her paynents for inpatient services may be too high, we
by all neans are willing and hopefully able over tine to

address whet her paynents for sone of the other services that
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hospitals are providing may be too | ow, as we connote in
this first overhead.

Next | wanted to take a nonent to define what we
mean by rebasing. In the context of today's discussion we
see rebasing as sinply raising or |owering the base paynent
rate by sonme percentage anount to achieve a nore appropriate
al i gnnent of aggregate paynents to aggregate costs.

In the inpatient paynment system we have just two
base rates, one for |arge urban areas and one for other
urban and rural areas. So while the issue is, by all neans,
a conplex one, the final calculation step is a very sinple
one. A couple of taps on the calculator and you're there.

Rebasing is frequently assuned to nean that we are
setting paynents equal to cost. But for a nunber of
reasons, sone of which we're going to talk about in a
m nute, the appropriate paynent to cost ratio may well be
sonmet hing other than one. It may be other |ower or higher.

In the paper we raise sone questions that the
commi ssion would need to consider in inplenmenting a rebasing

strategy, but before those questions even cone into play we
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need to address how we woul d go about determ ning what the
appropriate |level of paynents is.

Wiile we're going to focus on inpatient paynents
in doing that this norning, essentially the same issues
apply if we were addressing the paynent adequacy question
for any of the other major services that hospitals provide.

In our March report, just this |last year, we
suggested that the first place to | ook for clues on paynent
adequacy is in a volune trend, the supply of providers, and
any evidence that m ght be avail able regarding quality or
access probl ens.

But particularly conpared to sonme of the post-
acute care services, the acute inpatient adm ssion rate has
been very stabl e going back 15 years. And there have been
fairly limted changes in the nunber of providers, nostly
t hrough nergers. Although we are hanpered by the |ack of a
conprehensive quality reporting system | think it's safe to
say that no evidence has energed of systematic quality
problens relating to inpatient care.

So learning relatively little there, the
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assessnment then turns to how closely paynents do align to
costs. It's suggested in the paper that there are at | east
six factors that make that question nore conplicated than it
| ooks. Four of them bear directly on our margins

cal cul ation and two consi der the broader picture.

The first of these factors is the inpact of the
several BBA paynent cuts that do inpact inpatient services.
O perhaps | should say the BBA paynent cuts as anended by
t he BBA gi vebacks that nay be legislated in the near future.

DR. RONE: Corrections.

[ Laught er. ]

MR. ASHBY: The effects of some of these factors,
particularly the ones affecting capital and outlier
paynments, will be seen in the 1998 data that wll be
presenting at the January neeting. But sone of the others,
nost notably the expanded transfer policies, will not be
seen in the 1998 data. And sone of the others are spread
out over five years.

One way that we could handle this is to establish

a target paynent to cost ratio now. That target paynent to
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cost ratio would be a valuable standard or guideline inits
own right. And we mght couple that with a phase-in
schedul e for the rebasing needed to get to that standard,
and then adjust the phase-in schedule a couple of years down
the line when we have nore definitive data on the inpact of
t he BBA.

| woul d suggest that we really don't need to wait
until 2002 data are in to get the picture. | think we'll
have a reasonably accurate picture when conplete 1999 data
are in. That's about a year-and-a-half fromtoday.

Second issue is bias in the allocation of costs in
the Medicare cost report. For the |ast 15 years hospitals
have had an incentive to allocate as nuch of their costs as
possi bl e, particularly overhead costs but really all costs,
to services that are paid for on a cost basis. That would
be the majority of outpatient paynents, hone health, rehab,
and until recently skilled nursing facility.

| deal | y, when considering paynent adequacy, we
woul d want to adjust our inpatient costs upward to account

for this factor wwth a correspondi ng downward adj ustnent in
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any of these other services. At the Decenber neeting we
will be presenting the results of research that has
addressed the issue of allocation bias, but two conmrents in
advance of that.

One is that the adjustnment we'd be tal king about
here is not trivial. This is a very inportant issue, even
though it's been quite subterranean in anal yses that have
been done in recent years. The potential adjustnent is
guite large.

But the second comment is the research is quite
limted. In the end, this is going to remain rather
judgnental. You recall that Wody suggested a coupl e of
nmeetings ago that this is an issue where we nm ght want to do
sonme additional research and | think that's a distinct
possibility and we can tal k about that as this unfolds.

The third issue is GVE and Medi care bad debt
expenses. This is a fairly easy one. Qur margin
cal cul ations to date have omtted both of these cost
el enents. But with our recent report on teaching hospitals

positing GVE expenses shoul d be considered part of patient
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care costs, and with the BBA cutting Medi care bad debt
rei mbursenent rather substantially for the first tinme, we
obviously need to bring these elenents into the neasure.

We' Il be making both of those changes for the data
that we'll be presenting in Decenber or January. Those
changes will indeed reduce the margin for both inpatient and
out pati ent services.

The last of this set of factors is non-allowable
cost. These are cost elenents that Medicare does not
recogni ze for paynent purposes, such as patient television,

t el ephone, and direct advertising. 1've |isted several
other of themin your nmailing materials.

Non- al | owabl e costs make nore difference than
neets the eye. W think sonmewhere between four and seven
percentage points. So that means to reach a common
denom nator our 17 percent margin would be on order of four
percentage points lower if it considered all costs. O
| ooking at it the other way, the AHA data that we have used
for these anal yses would be four or nore percentage points

hi gher if they were based on the Medicare franmework.
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The inmportant thing here is to understand which of
the two we are dealing with, to understand the effect of the
difference. But in the end it seens that we have little
choi ce but to conduct our assessnent of paynent adequacy
agai nst the standard of costs that Medicare is legally
obligated to cover

Now, turning to other services besides PPS
inpatient, the main idea that we wanted to float here for
consideration is the possibility of inplenmenting what you
m ght call a transfer of funds anong the services. If we
di d i ndependent assessnents and concl uded that paynments are

too high for PPS inpatient services and too | ow for one or

nore of the other services -- and obviously I'mthinking of
outpatient here -- then it would obviously make sense to fix
both problens at the sane tine. It, at a mnimum would

mnimze the disruption to the industry of making fairly
substanti al changes.

The approach is not quite as clean when we're
tal ki ng about SNF and honme heal th because paynent changes

there cannot be directed solely at hospital based services.
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Even between inpatient and outpatient, we shouldn't go into
this with the notion that the overpaynent on one side would
equal exactly the underpaynent on the other side.

DR. W LENSKY: Excuse nme, I'ma little confused on
the point that you're making. |If there was an overpaynent
on one side | understand why you would want to nmake -- and
if there are underpaynents on the other side why you would
want to make those corrections.

But with regard to the areas in which there are
other facilities that provide those services, |like hone care
and SNF, if there are inappropriate paynents, wouldn't you
want to correct then? And the fact that they don't all go
to the hospitals doesn't make any difference?

MR. ASHBY: | think that's the bottomline right
there. W just can't view that as a sinple reshuffling of
the funds in the hospital sector because the hospital sector
has no bearing in Medicare paynent policy. So we just have
to be aware of that.

But | was just going to say that even if the

changes just overlap, as opposed to coincide, it would seem
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like there's sonme benefit to this transfer approach.

We are in the process of devel oping an all -
Medicare margin. This will be a joint effort with HCFA. W
t hought that we should work together with themso that we
have a conmon scal e here and we don't have nultiple nunbers
floating around. And we're hoping, of course, that those
margin data will help you in assessing the relative paynent
adequacy of the mmjor services hospitals provide.

Actual ly, by January we nay only have a nost of
Medi care margin rather than an all-Medicare margin, because
there are sone daunting data problens to be dealt with. The
data sinply are not as well devel oped for sone of the other
services as they have been for inpatient services.

But at a mninum our analysis at that point wll
i nclude PPS inpatient services, PPS excluded units, and
that's psych and rehab, the majority but not all of
out patient, SNF, and hone health. Those are the nmjor ones
that | think that we'll want to deal with

Lastly on this list of factors is the relationship

bet ween Medicare and private insurer paynents. Medicare
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fee-for-service and the entire private sector, including
Medi care nanaged care, conprise roughly equal shares of
hospi tal business nationally. They have 38 and 37 percent
shares respectively.

So we can get a fairly good picture of how
hospi tal paynent source dynami cs work by | ooking at just two
vari abl es, the Medicare and private payer paynment to cost
ratios. So if we can |look at this next graph, you can
readily see here -- and nost of you have seen these data
before -- you can readily see here that there was a nmj or
shift of paynent obligation from Medicare to the private
sector between 1986 and 1992.

And then since 1992, and that year by the way was
roughly the point at which we began to see sone real
pressure in the private sector fromprivate insurers,
managed care organi zations and other private insurers. And
it also roughly corresponds to the point when we began
observing site of care substitution. Fromthat point
forward, we have had a shift of nearly equal proportions

back in the other direction.
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But 1998, which is not yet on the draft, not
because it's off the side of the picture but we don't have
the data yet. W w Il have themin about February. 1998
may be a watershed year here, or at |east '98-'99 conbined,
in that the BBA will al nost undoubtedly turn that Medicare
[ i ne downward again, as intended, while the downward
pressure comng fromprivate insurers is nost assuredly
cont i nui ng.

DR RONE: |Is this total hospital or is this
hospi tal inpatient?

MR. ASHBY: No, this is total hospital. It covers
all services, down at the bottom

DR. RONE: Thank you.

DR. LAVE: Jack, we'll probably get to this.

You' ve added up all hospital revenues and added up al
hospital total costs, so you could have 101 hospitals in the
United States, one very big one, very lush and the other 100
very inpoverished, and you would still have this result.

MR. ASHBY: Right.

DR LAVE: So | really think that we ought to have
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sonme distributional data by hospital, rather than this
nunber, in our report. This nunber conceals so nmuch about
what really is happeni ng.

MR. ASHBY: It shows the trend --

DR WLENSKY: But if all the little ones were the
ones at one end, | nean the nunbers -- we need probably to
| ook at bot h.

MR. ASHBY: Right, | would suggest it's both.
This shows an inportant trend but there's |ots beneath the
sur f ace.

DR. LAVE: | agree with you, but it conceals
what' s happeni ng to hospitals.

DR RONE: | think also -- and the econom sts can
tell me, if it were right at 100 percent it woul d suggest
that 50 percent of the hospitals are getting paid | ess than
their costs and 50 percent are getting --

DR NEWHOUSE: No, this is the nmean and not the
medi an.

MR. ASHBY: It's an aggregate, basically.

Exactly, as Judy pointed out, you just sumup both sides.
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DR. RONE: Maybe Joe or Gail can tell ne, as a
non- econom st, what the right nunber is. That is, if you
had the capacity to deci de what you were going to pay
soneone relative to their costs so that they could have a
sust ai ned operation, and invest in the future, and all the
rest, what is that nunber? |Is that 100 percent of cost, 103
percent of cost, 110, 92? What's the right nunber?

DR. NEWHOUSE: You've just raised a topic that
goes by the nane of rate of return regulation in the public
literature. And the answer is that that kind of regulation
i nduces its own kind of distortion. So it's not clear that
there is a right nunber.

DR. ROAE: Sure. But the point is that draw ng
that |line across at 100 suggests that 100 is the right
nunber.

DR. NEWHOUSE: No. |[|'m sure none of the
econoni sts here would think that 100 is the right nunber.

MR. ASHBY: W weren't really trying to get at
that in this. This is really to show the relatives between

Medi care and the private sector which is an inportant issue
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inits owm right. But this paynent adequacy di scussion does
requi renment ultimately, | think, a decision as to what the
right standard. So this is the direction that we're going
her e.

The question is whether we can really come up with
a standard, whether we can answer that question. But if we
don't, the question is answered inplicitly by the sum of
Medi care paynent policies anyway. It's there whether we can
define it or not.

DR. NEWHOUSE: We should say, there are a couple
lines that aren't here that would be below 100 if they were,
whi ch is Medi caid and unconpensat ed care.

DR. RONE: (O her payers besides the private payers
and Medi care.

DR. WLENSKY: It's who's subsidizing whom but
it's not clear that you woul d accept the cost structure as
the one that you would want to -- that's the issue that goes
W t hout question in this. That you are, for the nonent, are
accepting wi thout question. It assunes the cost structure

is the cost structure that you want to live with. But it
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does say who's subsidi zing whomw thin a given cost
structure.
DR. MYERS: Let's not assune either that the

private pay nunber is a single line. There's some variation

DR. WLENSKY: O course not.

DR. MYERS: Sone of us are far above that |ine.

MR. ASHBY: Right, there's a trenmendous vari ation,
and you'll recall we have a contract out right now, a major
research project to get at sone of that disaggregation that
we have not been able to do in the private sector, and it's
very inportant.

DR ROAE: Unless | mssed it, Joe, you finessed
my question.

DR NEWHOUSE: | did.

DR. RONE: Isn't there sonmewhere in an Econom cs
101 textbook a nunmber that says if you have a conpany or an
ongoi ng thing you need -- you don't need 150 percent of your
costs, but you need nore than 30 percent of your costs,

right? 1Isn't there sonme nunber that you need?
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NEWHOUSE:  No.

RONE: There i s no nunber?

3 3 3

NEWHOUSE:  No.

MR. ASHBY: There have been sone suggestions by
financi al nanagenment people in the literature, but they're
suggestions. They're what you want themto be.

DR. NEWHOUSE: There's a concept called the nornmal
or conpetitive rate of return, but that doesn't translate
into a nunber.

DR. RONE: That's not the sane as this.

DR. NEWHOUSE: That's the concept this would
correspond to.

DR. KEMPER: At one | evel Jack can answer the
guestion of what it takes to keep hospitals in business.

DR. RONE: | know what the nunmber is. | think Dr.
Loop knows what the nunber is.

DR. W LENSKY: But you're not telling us.

DR ROAE: Yes, I'Il tell you. | think it's 104
per cent .

DR. W LENSKY: 104 percent of what?
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DR. ROWE: Costs.

DR. W LENSKY: But that's not fixed.

DR. NEWHOUSE: Her point is that cost isn't fixed.

DR ROAE: If on average | collect 104 percent of
my costs, that gives nme enough noney to continue --

DR. W LENSKY: But the point is, how you define

cost. | don't nmean technically how you define it or what
you include init. | nmean how you produce the services that
you do --

DR. RONE: That's a different question. You asked

me what the nunber was. ['msaying, if |I look at my P&L at
the end of the year and | | ook at the expenses at the bottom
-- | have ny revenues and | have ny expenses. |If | can

bring in 103 to 104 percent of those expenses then | have
enough to keep --

DR. WLENSKY: If you had return to capital
presumably it would be 100. The only question is again,
relative to what?

DR RONE: Right. At least | answered. | didn't

finesse it.
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MR. ASHBY: And that is within the range of
nunbers that | quoted in the financial managenent
literature, 104, 106, something in that territory. But
think we have to agree that those are nunbers not so
scientifically based.

DR. MYERS: |Is that 104 before or after endownrent
and all the other sources that are outside of private --

DR ROWE: These are expenses, not revenues. It
woul d be, obviously, 104 percent of expenses. But | would
say it would include the incone fromendowrent. It wouldn't
include its endowrent, but it would include what cones in
t hrough the inconme from endowrent, or all sources.

DR. MYERS: That's what | neant, which varies
substantially. So |I'm wondering, your nunber is 104. H's
nunber may be 106, 103.

DR ROWNE: | agree.

DR. NEWHOUSE: | think one issue is that to sone
degree paynent drives cost as opposed to cost driving
paynent .

DR RONE: | think Gail's question about, are
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those the right costs and what is the right cost structure
is a very inportant question. But it's a different question
t han, on average, how nmuch of your costs do you have to
recoup in order to sustain the organization. Those are two

different --

DR. W LENSKY: Because return to capital is 100
per cent .

DR RONE: Gail wants the right cost structure.
But even if | got what Gail would accept as the right cost
structure, once I'mthere | still have to decide how nuch

have to recoup in order to sustain it.

DR. WLENSKY: And if you define your costs
correctly it would be 100 percent in the short termin terns
of return to capital. But again the concept, it's really
the notion of how you're defining the cost structure,
especially over time, given the different ways of producing
it. What we've seen in this sector that there has been a

drive to lower costs in the md 1990s, which is the way, as
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we di scussed before, the way we have gotten to the high
margin position as of 1997 wasn't increased revenue, it was
the change in cost structure. So it again rem nded people
that cost structures and processes and technol ogi cal changes
change what costs | ook |ike.

DR, RONE: | think this is actually a good
di scussi on and the kind of discussion MedPAC should be
having. | got into it by just suggesting that the non-
cognoscenti which assunmed that 100 percent was the right
nunber, and we shoul dn't assume that.

MR. ASHBY: M very next point was going to | ead
exactly where Jack was going and that is that we have to ask
t he question here of how much responsibility does Medicare
have for falling paynments in the private sector. It seens
that the answer is that we need to have a rough standard of
where Medi care needs to be.

Then I would add to that that if we're tal king
about a change to get there, it probably needs to be done
rat her gradually because Medicare's paynent policies can and

obviously do affect the dynam cs of paynment negotiations in
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the private sector. It takes tine for those processes to
take their course. That has, | think, been part of the
problemw th the BBA is that sone of this hit rather
suddenly and in large quantities and it takes tinme for that
to have its perneated effects through the private sector.

Now just a couple of quick things and then we can
open it back up for discussion. On our next slide we
suggest two possi bl e advantages to the rebasi ng concept over
the site of care substitution adjustnment that we have been
using. First is that the site of care substitution has
proven to be stubbornly difficult to nmeasure. W've had a
| ot of frustration over this, as nost of you recall. It's
difficult to measure as an i ndependent factor.

Secondly, is that rebasing and sinply setting a
standard paynent to cost ratio inplicitly accounts for other
factors than site of care substitution that have indeed
played a role in the rising margins, and we suggest three of
the key factors here on this slide.

Next, we suggest four questions that the

Comm ssion would need to address in order to pursue this
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rebasing option. Actually, | think that we have covered in
our discussion three of the four here and no need to
backtrack. But | did want to touch just briefly on the
expanded transfer policy. W are going to be planning a
separate session on the expanded transfer policy in Decenber
so we don't want to get into the nerits of it now.

But the one point | wanted to make in the context
of today's discussion of paynent adequacy is that we really
don't see the expanded transfer policy as being a paynent
adequacy issue. Basically it's a distributional issue and
your deci sion on whether the policies should be extended to
nore DRGs, or for that matter whether it should be retracted
to no DRGs, would ideally rest on whether you think the
policy inproves the incentives involved and whether it
produces a nore equitable distribution of paynents.

One of the inplications of that notion is that we
coul d set up a phase-in schedule for either a rebasing or a
series of annual site of care substitution factors that
hol ds the aggregate inpact of extending the transfer policy

to nore DRGs to sone described mniml |evel. In fact it
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could be zero. The idea of expanding the transfer policy
woul d not be to save noney. It would be to create a
different distribution of paynments that we think is better.

Wth that we go to the underlying question, should
we continue with our site of care substitution approach or
should we prepare for this rebasing option when we cone back
i n Decenber or January?

DR. NEWHOUSE: Before | throwit open, let nme
respond a little bit nore precisely to Jack. The issue
woul d be 100 plus X percent of what? |If it's of cost,
that's basically cost-plus and the literature would say that
gi ves everybody incentive to keep expanding their costs
forever. |If it's a percentage of capital, which is the Con
Edi son case, then it gives you an incentive to add to your
capi tal base, substitute capital for labor and so forth, so
you wind up with excess capital. Actually we had an anal ogy
with that in the early PPS when we passed through capital
and capital as a share of total costs went from6 percent to
9 percent. But that's the nore precise answer | think.

DR. ROAE: And what's your opinion?
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DR NEWHOUSE: | think in this case we're actually
tal king about -- first of all, Medicare, this is a nore
conplicated case and it's going to take us -- because

Medi care is only one payer

DR. ROAE: No, forgetting Medicare. In other
words, if you were running a hospital, what would you think
woul d be the right nunber, an all-payer, all revenues nunber
based on what you know as the world's | eading health
econom st ?

DR. NEWHOUSE: | don't know, | think there are
sonme ot her |eading health econom sts.

[ Laught er. ]

DR, NEWHOUSE: |'mrem nded of what ny old coll ege
roommate used to say which is, when your outgo exceeds your
i ncome, your upkeep is your downfall. So if I"mrunning a
hospital 1'd need to be over 100 percent. | don't know how
far you need to be over.

DR KEMPER: Just a comment, Joe, in ternms of the
i ncentives of cost-plus. Since this is being done at an

aggregate, sort of national level, that's not the sane as
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cost-plus rei nbursenent at the hospital level. The
hospitals still have their incentives to cut costs, so it
may not be quite as big an issue of incentives.

Jack, the question | wanted to ask was -- at the
ri sk of enbarrassing nyself -- could you just tell us at an
el enentary | evel what the rebasing involves and howit's
fundamental ly different fromjust increasing the update?

MR. ASHBY: It's not really all that different.
We woul d be tal king about deciding that we need an X percent
change in the underlying paynent |evel, and that we want to
i npl enent that in half-percentage point increnents, or 1
percent increments, or whatever, which as you recall is not
overly different than what we do with the site of care
substitution. It ends up being inplenented through the
updat e anyway in annual increnents.

The difference cones in the initial process of
deci di ng how or what kind of adjustnment to have. Wth the
site of care substitution factor, we were endeavoring to
make the size of the adjustnent such that it captures how

much site of care substitution there has been. This offers
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you the possibility of saying, you don't really need to tie
it exactly to that, we just need -- so that we're inplicitly
adjusting for whatever factors have resulted in this

m sal i gnnment that we currently have.

| wanted to nmake one other comment relative to
this discussion that we've been having over here. Joe was
pointing out the traditional cost-plus problem that it
gives you an incentive forever to keep increasing your
costs. But | wanted to point out that in this rebasing you
are nmaking a one-tine adjustnent to get to a point that you
think you want to be. The idea is not to then maintain --

If we set it at 104 percent, for exanple, the idea
is not to make sure that we maintain 104 percent
indefinitely fromthat point. It's only the starting point.
Then it is the updating process that determ nes where we go
fromthere, which would indeed allow the paynent to cost
ratio to change over tinme, and would provide a neans of
counteracting the underlying incentive to keep raising your
costs. In that context, you keep raising your costs, the

update is not going to follow those costs and there w |
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begin to be financial pressure once again.

If we didn't do that we would be, in essence, back
to an aggregate cost-based paynent and | don't think anybody
wants to go in that direction. W just want to set an
appropriate base and then update it appropriately.

DR. KEMPER  But, Jack, just to follow up. So the
rebasing is really an update with a different nane and a
di fferent philosophy.

MR. ASHBY: Right, and probably a different
anount .

DR. KEMPER: And probably a different amount. But
it's still just changing the rate up or down overall w thout
any refine --

DR. RONE: It's instead of using 1984 trended
forward; is that what you're saying?

MR. ASHBY: Yes, in essence, | guess you could say
that too, right.

DR. ROAE: That's what we're doing now, right?

MR. ASHBY: Right. The other difference on the

practical side is that you nake a statenment once as to what
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base you want to be at and we're then naking adjustnents to
get toit. In the updating philosophy, at |east as
traditionally applied here, we have not been naking a one-
time statenment about where we want to get to. W' re naking
annual statenents of the change that's needed.

DR. KEMPER But the world will change before that
i npl enent ati on, before that phase-in is done so we'll be
back to sone adj ustnents.

MR. ASHBY: Right, given how dynami c these are.

DR. NEWHOUSE: Maybe one way what you're
descri bing would be a m d-course correction.

MR. ASHBY: Right.

DR. WAKEFI ELD: Jack, before you get to the
gquestions that you have up on the screen, you have in our
docunent sort of the fundanental question that you start
with, are Medicare PPS inpatient paynents too high?
Qobviously, the driving concern for me fromny perspective
is, are changes in paynents that jeopardi ze access for
primarily rural Medicare beneficiaries. So that's ny

fundanmental concern on this -- on nost fronts, obviously,
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gi ven nost of ny coments.

It's especially a concern for rural hospitals, |
think, given the data that indicate that the negative tota
Medi care operating margins, if you | ook back to fiscal year
1995 for urban versus rural hospitals, or rural versus urban
| should say, were 15.9 percent versus 9.8 percent. So
those statistics reflect a financial condition that existed
then before BBA inplenmentation. So we start fromnot the
heal t hi est financial set of circunstances for rural
hospitals for starters. Then also being mndful, of course,
that rural hospitals have a pretty high -- depend nore on
Medi care rei nbursenent than many of their urban
counterparts.

The question for ne is, are you planning on
cutting -- the first question, are you planning on cutting
these data so we can try and capture differential inpact in
terms of PPS inpatient paynents, in terns of comng to a
concl usi on about whether or not inpatient paynents are too
hi gh? That's one questi on.

Then the second is, | want to say | really like
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the fact that we're |looking at inpatient and that you're

al so considering as part of this docunent the cumul ative

i npact of the other PPS changes, SNF, outpatient, hone

heal th. Because again, for at least two out of the three
there's, two out of those three have real serious
inplications for rural hospitals because of rural hospitals’
attenpts over the last few years to integrate those services
into their delivery systens. So that's one point.

It's hard to separate out the nother ship and the
adequacy of paynent for the nother ship now that we've got
these other satellites out there that are -- your points
earlier, that are drawing down. And to the extent that they
may or nmay not be adequately paid, obviously that then flows
back to affecting the fiscal health of the hospital itself.

So to that second point then, in terns of
cunul ative inpact, | just would like to draw your attention
to two studies and I'll give you copies of both of them one
done by WAM, the other one by Project HOPE that
referenced yesterday, |ooking at the inplications of the BBA

for rural hospitals, especially focusing on what, fromthose
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two studies, they ascertain are happening in part due to BBA
changes, what are happening to the financial conditions of
the rural hospitals that they were looking at. So | just
want to make sure that you have the opportunity to take a

| ook at both of those studies.

MR. ASHBY: | think though that the issue that
we're tal king about here is largely one of how nmuch noney is
in the system and the issues that you' re tal king about are
essentially distributional issues.

Once having established the anmount of noney in the
system there are nyriad of ways to affect the distribution
of paynments that can get at sone of the issues that you're
tal king about. Sonme of those ways are in the proposals that
are floating through the Senate and House as we speak.

There are others, including the disproportionate share

adj ustnent that Deborah Walter is going to be telling you
about in just a few mnutes that would very nuch affect this
rel ati onship.

So | would really suggest that the issue we're

tal king about here is really a single issue of how nmuch
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noney there is in the system Then we need to turn to --

DR. NEWHOUSE: And | would say and its allocation
by product line, if you wll.

MR. ASHBY: Right. Yes, anong product |ine. But
each of those product lines has urban, rural, and a variety
of other distributional effects. But there are other
mechani sms, | think, for getting at those distributional
effects.

DR. WAKEFI ELD: As | ong as sonewhere in this whole
process we get at that distributional effect and any
differential inpact that it m ght have on rural versus
urban, given the stats that | just briefly nentioned at the
begi nni ng of my renmarks.

MR. ASHBY: R ght. As | said, we're in fact about
to do that in a just a mnute.

DR. MYERS: If you do pursue the rebasing, |I'd be
very interested in all the assunptions that you're making
when you do that. | worry about what happens to a hospital
who has really paid attention in the last five to 10 years,

has becone very efficient, has invested in systens, who's
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got its productivity up at the highest |evels versus a
hospital that's had bad managenent, who really hasn't paid
attention to quality.

DR. NEWHOUSE: This isn't hospital-specific.

Peter is right, you should think of this as kind of a change
in the update factor.

MR. ASHBY: Right. The efficient hospital is
still going to have the sane rate as the inefficient
hospital, all else being equal, if they're next to each
other, so one is going to profit nore than the other. That
was true before and it will continue to be true even if we
have this rebasing.

DR. MYERS: Then let me just go back to the
beginning. | would really be interested in you expl ai ni ng,
listing all of your assunptions as you tal k about rebasing
i nvol ves, what it neans, because | think that -- at |east
|"mnot really clear on exactly how that would worKk.

MR. ASHBY: | think one of the ways that it helps
to get at that is to consider how we cone up with our

paynment rates. It starts with just one nunber and it's that
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one nunber that we're tal king about changing. But fromthat
nunber it gets realigned according to what DRG the patient
falls into. It gets realigned according to where in the
country the hospital is. It gets realigned for a variety of
ot her things that determ nes the paynent rate.

DR. NEWHOUSE: Wen you say the one nunber, you
nmean t he conversion factor?

MR. ASHBY: Yes, the conversion -- it's in other
sectors frequently called the conversion factor. W call it
t he standardi zed anmount in this. A different history, |
guess. But it is the conversion factor.

But that's the main point, is that there are a
vari ety of other adjustnments to this one nunber that
determ ne any hospital's paynent. W're only tal king about
changing the first nunber in this series of calculations and
that's why it adjusts the amount of noney in the system

DR. LAVE: M sense is that this issue gets us
into al nost a theol ogi cal kind of debate about what we're
going to call the apple, and the apple is how nuch we're

going to pay the hospital. Conceptually, | prefer the idea
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of rebasing as a conceptual nodel only because it seens to
me that we are saying that we think that at the nonment that
t he base paynent rate may be too high, and that we may want
to adjust it dowward and then start again inflating that
goi ng up

The problemthat | have with | ooking at the data,
deciding that in fact the difference between the base
paynment rate and how much hospitals are getting is too nuch
-- which is what we're doing -- we then go through a nunber
of exercises to try to assess why it is that we want to
bring it down. So we decide we want to bring it down, and
the main reason we want to bring it down is because the
nature of hospital practice has changed fairly dramatically
fromthe tine that the systemwas first put in place. That
t he hospital adm nistrators and physicians have engaged in a
set of practices to control their costs either by increasing
their efficiency or changing their transfer policies.

| just think -- I"'mnore confortable with
deci ding, the world has changed, why don't we acknow edge

that and use this as a target rather than trying to sort out
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t he vari ous reasons that have taken place to bring down the
costs and deci de which ones of those we think are okay and
whi ch ones of those we think are trying to get costs that
were not in the base that were in the base to begin wth.
So ny guess is we're going to end up in exactly the sane
pl ace, so what kind of term nology do we want to use to
justify howit is in fact that we got there? Because |
think we'll probably end up with exactly the sanme anount of
dol lars or recomendati ons that we are going to recomrend.
So as | said, | think it's kind of -- it's a
di scussi on about how do we want to frame what it is that we
want to recomend, because | do believe that the main reason
that we're doing this is because there is a difference
bet ween the costs and the paynent rates that are generated
as a result of hospital behavior and how it is that they
manage their inpatient costs, which is different fromthe
way they managed their inpatient costs in 1982 or 1989 or
1995.
MR. SHEA: |Is there any difference in the age of

the data that we use in these two approaches?
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MR. ASHBY: CQur attenpts to nmeasure site of care
substitution in the past have been on slightly ol der data.
But | don't think that's really the point. The point is
that in the end there really was no way that we could al
agree to do the neasurenent. So whether the data is old or
not is kind of secondary.

MR. SHEA: | nean between these two approaches
we're using the sane year's data?

MR ASHBY: Yes.

MR. SHEA: It just seens to nme that things have
changed, as Judy says, and things are changing. Wen you
t hi nk about sone of the factors |ike prescription drug cost
for inpatient care, if we're tal king about naking major
changes here and we're not capturing those -- and we're
probably not if we're at nore than a few years' ol d.

MR. ASHBY: No, either way we woul d use the nost
recent that we can get our hands on.

MR, SHEA: And it would be roughly the sanme is ny
poi nt .

MR. ASHBY: R ght, and we're nmaki ng some noves to
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try to bring in even 1999 data into this picture, and that
woul d be the case either way.

DR. KEMPER: | guess first | have a question of
Judy. | agree with you conceptually this is easier so now |

woul d have an update that | could understand. But would you

then see carrying that through as each year -- that being
the principle -- rather than --
DR. LAVE: Al | can tell you is the way that

had originally conceptualized this whol e prospective paynment
process, and ny original conceptualization, which | guess
sonmehow or other | have in the back of ny head, is that you
start off basically paying hospitals their costs, which is
what we did. Then you have a set of rules about how you're
going to increase that over tine hoping in fact that that
will generate a set of incentives to nodify, be nore
ef ficient because you're noving away from costs.

Then after a while you do this for a while and
then you reassess and say, do | |ike what | have generated?
Is this a good thing or is this a bad thing, and then you

basically rebase or do a m d-course correction or whatever
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it is. Then you sort of |ook at your base and nmaybe start
again. Now that is the way | conceptualize rebasing.

What has happened is that there were these set of
rules, and they were in place for a while and then they
said, this set of rules is giving us too noney so they
changed thema little bit. Then they said, this set of
nmoney is giving us too nmuch noney because we're | ooking at
-- so rather than putting it on auto-pilot there have al ways
been these adjustnents as you in fact have gone through.

Then that kind of worked okay until the private
sector really began to -- | nmean, | think this is the story
-- really began to tighten up. Then we saw this fairly
significant change in cost pattern on the part of the
hospitals whereby in fact a nunber of hospitals shed -- as
Whody put it, they becane extraordinarily efficient. The
maj or teaching hospitals as a group have had a decrease in
their average cost per case over the last three years. So
you saw significant behavi oral changes and have gotten to
where we are now.

So the question is, do you want to call what
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you're going to do a md-course correction to bring them
together? And you can call thema m d-course correction and
bring it down. You can call it the site of care correction
and bring it dowmm. O you can call it, God spoke to ne and
said bring it down and you bring it down.

But to nme, the honest thing to say is, today the
revenues are higher than the costs and | don't think they
shoul d be that nmuch higher. Therefore, | think there should
be either a rebasenent or -- you can have sort of a target
base or just a | ower increase.

DR. KEMPER: What woul d you see doi ng the next
year, and the year after that? Because things are
continuing to change.

DR. LAVE: Things are continuing to change and |
think it justifies a | ower update factor. | would be very
unconfortable personally with a negative update factor, but
that's just because |I'ma kind person. And we could call it
nmovi ng towards a better base, or a site of care
substitution. | guess ny problemis that |1'd rather say

what we're doing rather than give it a label. But that's
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just the way | | ook at the world.

DR. KEMPER. But | think this data question of how
recent the data are is very inportant because --

DR. LAVE: You want to nmake sure that if you're
going to rebase and correct, you want to make sure that
you' re noving towards a nunber that is real and well -
cal cul at ed.

MR. ASHBY: And reflects the policy decisions that
have al ready been nade.

DR. LAVE: Right.

DR KEMPER: But | think this year is a good
exanple. W've got two-year-old data on profits and margins
but we've got all these BBA changes that nmake the world very
different.

DR LAVE: So it may very well be -- if it turned
out, for instance, that for sonme reason the Mdicare
i npatient margins were going to be negative next year, |
t hi nk none of us would say we want to rebase. Qur sense
about the value of rebasing would be very different. But

that's, as | said, everybody has a very different way of
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| ooking at it. | think if the inpatient margins turned out
to be negative next year we probably would all forget about
the site of care substitution, or there would be nmuch | ess
support for the site of care substitution.

MR. ASHBY: Can we interpret this as an interest
in pursuing this option? Judy seens to be saying so, and
"' mnot sure whether we have a consensus here.

DR. NEWHOUSE: No, | haven't heard any
di sagreenent with the overall framework you presented for
| eadi ng us through this.

MR. ASHBY: (kay, then it will becone one of the
many i ssues where the devil is in the details, because how
to figure out what the inpact of provisions that are already
in place will be is not an easy question, especially since
sonme of them haven't passed yet. They're maybe going to
pass in a couple of weeks.

Then | also want to rem nd you once agai n about
this bias in the underlying cost data. By the tinme we get
done adjusting for that, we may not be as far away fromthe

target point as our current margi ns data woul d suggest. So
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we'll be dealing with that then at a foll ow up neeting.

DR. W LENSKY: Thank you. Deborah?

M5. WALTER: Di sproportionate share paynents, or
DSH, are distributed through a hospital -specific percentage
add-on applied to the basic DRG paynent rates.
Consequently, a hospital's DSH paynents are tied to its
vol unme and m x of PPS cases. The add-on for each case is
determ ned by a conplex fornmula and a hospital's percentage
or share of |ow inconme patients. The percentage is the sum
of two ratios, Medicaid patient days as a share of total
pati ent days, and patient days for Medicare beneficiaries
who receive SSI as a percentage of total Medicare patient
days.

But this |ow inconme share adjustnent has
| ongst andi ng problens with neasuring care to the poor, nopst
significantly omtting unconpensated care. Al so problematic
is that paynents are nuch nore generous in paynents to urban
hospitals with 100 or nore beds than to snaller urban and
rural hospitals. Medicare's special paynents to hospitals

that treat a disproportionate share of |ow income patients
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could be made nore equitable by using a better neasure of
care to the poor and a distribution fornmula that nore
consistently links each hospital's DSH paynment to its | ow
i ncone patient share.

Qur presentation proposes three alternative ways
of funding and distributing DSH paynents relative to the
current distribution of paynents for the Conmi ssion to
consider. It builds on the work conducted in previous years
wher eby MedPAC recommended to expand t he neasure of share of
hospital's | ow inconme patient |oad which is used to
di stribute DSH paynments to include all |ow incone patients.

They al so reconmended to establish a m ni num val ue
or threshold for the |low incone share that a hospital nust
recei ve or nust have before paynent is made. In previous
years, the reconmendation was a threshold that would all ow
bet ween 50 percent to 60 percent of hospitals eligible for
paynent. MedPAC al so recommended that the sanme distribution
formula be applied to all hospitals.

The distribution that was previously reconmended

woul d m nimze favorabl e DSH paynent adj ustnment to urban
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hospitals. In creating urban-rural parity, however, a

significant portion of DSH paynments woul d be shifted from

| arge urban hospitals to smaller and rural hospitals. G ven

the inpact that other provisions of the BBA, we are
concerned that such a dramatic shift may unduly burden a
significant proportion of hospitals in urban areas that
currently receive DSH paynents, nmany of which are teaching
hospi tal s.

So the purpose of our current work is to exam ne
alternative funding options that wll uniformy apply the
same DSH di stribution fornula to all hospitals. That is,
rural hospitals and urban hospitals of |ess than 100 beds,
as well as to large urban hospitals while mnimzing the
magni tude of the redistribution of DSH paynents from urban
to rural areas.

The sinulations that we're going to present are
based on the Comm ssion's previously endorsed | ow i ncone
share definition and threshold alternatives. Conpared to
the existing DSH fornmul as, MedPAC s approach is fairly

sinplistic. |In creating urban-rural parity, a single
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distribution fornmula for all hospitals would replace the 10
widely differing formulas under current policy.

The required |l ow i ncone patient cost data could be
obtained by a straightforward neans w thout using a conpl ex
cost allocation process like that in the Medicare cost
report. The only data needed would be the charges for each
of the I ow inconme patient groups along with the total
pati ent charges.

Changes to the distribution and anount of DSH
paynments that hospitals receive were tested under three
separate policy options. Again, we are seeking the
Comm ssion's input as to whether you wi sh to endorse one of
the three options. Briefly, I'lIl just go through and
expl ain what the options are.

Option one maintains current total PPS paynents
while allowng a portion of the DSH paynents to be shifted
fromlarge urban hospitals of nore than 100 beds to small er
urban hospitals and rural ones. Current total PPS paynents
woul d be redistributed, affecting both the hospitals that

are eligible for DSH and t he anount of DSH paynents
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received. Qur previous simulations were based on this
opti on.

The second and third options involve
redi stributing an anount conprising the current DSH noney
pl us the amount needed to bring smaller urban and rural
hospitals up to parity with |large urban ones. Option two
i ncreases total PPS paynments. The current anount of DSH
paynments going to | arge urban hospitals woul d be
redi stributed anong these hospitals while the DSH paynents
to smaller urban and rural hospitals would be increased by
i nfusi ng new noney.

Option three is simlar to option tw except that
t hat additional anount of noney needed to create urban-rural
parity is determ ned and then a budget neutrality factor,
which is essentially a tax, would be applied to the total
PPS paynments of each hospital. That is, hospitals that are
currently DSH and those that are not currently DSH
hospitals. Qur simulations suggest that the budget
neutrality factor would be .7 percent, and it's easiest to

think of this factor as a paynent adjustnment downward by .7
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percent in order to hold total spending in the program
const ant .

In general, the results of our sinulation found
only nodest differences in the proportion of PPS paynents
that hospitals would receive when the threshold eligibility
is broadened from50 to 60 percent of PPS hospitals. So for
sinplicity for the presentation, and as you'll see in your
paper, we just focused on the 50 percent threshol d.

But | think nore inportantly, the noney needed to
bring smaller urban and rural hospitals up to parity with
| arge urban hospitals ranges from $540 to $553 mllion.

This represents about 12 percent of total Medicare DSH
spendi ng which has risen to $4.5 billion in '98.

These next several slides are just basically
t abl es of what our sinulations have found. It should be
noted that additional tables are presented in your paper and
we have the ability to create nore kinds of tables should
t he Comm ssion wish to endorse any of these particul ar
options. Also, just be aware that the nunbers in option

three show the percentage of hospitals that gain or |ose
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before the budget neutrality factor is applied.

DR. W LENSKY: Deborah, | have a question of fact
before we get into the discussion. Wat | had heard and
what appears consistent with the tables that you distributed
is not as you've described it, which is it is a shift from
urban to rural, but rather it's shift fromprivate non-
profits or other privates to publics, and that that's what
is really causing a lot of the discussion that | have heard.
Wien | |l ook at the tables, indeed, the biggest shift is the
very substantial increases that are going fromthe private -
-- | don't mean private investor-owned -- private non-profit
and private to the public hospitals as opposed to this
notion of a big shift going fromthe urban to the rural.

| guess what |'mnot sure about is, why is that
happening? |s there sonething in terns of the definition of
unsponsored care, or counting the direct appropriation that
we're not accounting for, or is there just sonething el se?
Because when | heard it | didn't understand why that was
goi ng on.

My i npression was that what we were trying to do
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was to have the same threshold for urban and rural, which
think is very strongly justified, and I'mdisturbed by this
notion that what we've done is sonething taking out of urban
and shifting to rural, where it really is that we're taking
this di sproportionate share noney out of the private not-
for-profit or private for-profit and noving it directly into
t he publics.

| don't quite understand, is there sonething in
our definition that has done that? That really, it seens to
me, is by far the nmuch nore significant redistribution.

MR. ASHBY: That's sonmewhat decei ving,
particularly since --

DR WLENSKY: That's what it |ooked |ike the
t abl e showed.

MR. ASHBY: | understand. But the first thing to
remenber - -

DR. RONE: That's what it says, 6.2 percent.

MR. ASHBY: The first thing to renmenber is that
there are nmany, many public hospitals in rural areas that

were left out of the disproportionate share system
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altogether in the past. So that when we tal k about the
shift fromurban to rural areas and the shift fromprivate
to public, the two overlap consi derably.

DR. WLENSKY: | cannot believe that the public
rural are going --

DR. RONE: It says public major teaching. Are
there many rural public major teaching hospitals?

DR. WLENSKY: This is not convincing nme, but go
ahead.

MR. ASHBY: \When you | ook at the aggregate shift
to publics, that's what many of them are.

DR. ROAE: Who are they teaching?

MR. ASHBY: But secondly, if you recall our
di scussi on when we nmade this recommendati on, we noted then
that there was sone shift to public hospitals and we had
sone concern about that. It cones about basically because
you are counting all |ow income care, basically
unconpensated care, and that's where nuch of the
unconpensated care is in public hospitals.

DR. W LENSKY: But wei ghted by how nuch Medi care?
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MR. ASHBY: Weighted by how much Medicare they
have, and they tend to have | ess Medicare. Wen you put
those two together, |ess Medicare but nore unconpensated
care, the anmount of unconpensated care is |arge enough that
it still does swing sone of the paynment fromprivate to
publ i c hospitals.

I n our discussion two years ago we dealt with this
primarily by saying that if you |lowered the threshold to
all ow nore hospitals into the system you mnimzed the
shift frompublic to private. And when you cone down to the
50th percentile, half of the hospitals, it's a considerably
smal l er shift than it would be if we narrowed the paynents.
| f you made a further junp down to the 60th --

DR. RONE: | renenber we had this curve up there
of what the inpact was and we were | ooking at -- and we were
ar gui ng about what nunber to pick because we were starting
from40, as | recall

MR. ASHBY: Exactly, right.

DR. RONE: 40 percent of the PPS hospitals. And

t hought we had cone to agreenent that it would be between 50
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and 60 percent of the hospitals.

MR. ASHBY: Exactly. Nowthis runis for 50 so
it's going to have a bigger swing to public than if we ran
it at 60.

DR RONE: So this is the result of 50. What
woul d be the result of 60, roughly? That may fix this.

DR WLENSKY: |'mnore concerned with this issue
-- to the extent that it's a Medicare issue, although as
Judy had remarked earlier, the relationship that presunably
drove this in the first place doesn't actually exist. But
to the extent we're using Medicare noney, it seens to ne to
have the nunber of |ow incone domnate is not a conpelling
or satisfying response relative to the nunber of Medicare --
having it be determ ned by what's going on with regard to
t he Medi care popul ati on.

MR. ASHBY: Wy don't we put up the table that has

DR. W LENSKY: Again, ny concern had been the
description that what we were correcting was to nove away

from--
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DR RONE: It's the third page of your table.

DR WLENSKY: -- urban to rural, because | don't
think that's what we're doing. | think it's nmuch nore the
shift fromprivate to public and is that what we want the
Medi care nonies to do.

MR. ASHBY: R ght. Here is where we have the
scoreboard on that, if you will.

DR. ROAE: This is the 50 percent option?

M5. WALTER: They're all 50 percent.

DR. RONE: Now on your first slide, Deborah, if
may, | think it's alittle m sleading because what you say
is, establish a mnimumthreshold for |ow incone share that
a hospital must have before paynment is nmade, reasonable
range 50 to 60 percent. That inplies that 50 to 60 percent
of low inconme share. Wat you neant to say is 50 to 60
percent of hospitals.

M5. WALTER:  Hospitals, yes.

DR. RONE: So you need to clarify that because if
you nake it 50 to 60 percent of |low incone share it's going

to be 10 percent of hospitals.
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MR. ASHBY: Exactly right. But here's the
scoreboard that you're speaking of, Gail, and it does indeed
-- you can see the increases in paynents are a little |arger
for public hospitals in each of those categories than they
are in the private. If we were to use the 60th percentile
instead of the 50th, the swing towards publics would be
smal | er than what you see here.

DR. WLENSKY: It strikes nme that -- again, |
rai sed this during your presentation because it struck ne
that characterizing this as whether or not you want to
tenper the novenent fromurban to rural belied what we're
really doing is swnging noney fromthe private to the
public, and whether or not that's -- it happens because have
a broader definition of |low incone to include unconpensated
care. But sonmehow whether this is what we really neant to
do with Medicare DSH noney, as opposed to Medicaid DSH
noney.

DR. KEMPER |'m havi ng troubl e under st andi ng what
options two and three are. | know the difference between

two and t hree. | can understand that difference. But
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whether it's an increase or just an across-the-board cut.
But what | don't understand is, how does it differ from
option one which had logic to it and expanding the base to
i ncl ude unconpensated care. You're doing sonething
additional to the rules for allocating this, but I didn't
under st and what the sonething additional was.

M5. WALTER: I n option two we're holding the |arge
ur bans budget neutral but we're adding nore noney, we're
i nfusing nore noney to bring the small urban and rurals up
to parity.

DR. KEMPER: So basically it's applying the
principles that we devel oped a while ago, that you al
devel oped a whil e ago.

MR. ASHBY: Sane principles.

DR. KEMPER: But only to the rural hospitals.

M5. WALTER: I n option two.
DR. KEMPER  You hold the urbans constant the way
they are right now?

MR. ASHBY: No, you're applying the sane
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principles to themall, but you' re putting new noney in the
systemto allowrurals to be treated on the sane footing as
ur bans.

DR. RONE: As opposed to taking it fromthe
urbans. They're just adding nore.

M5. WALTER Right. W' re not disadvantaging
urbans, we're just giving nore noney to the rurals.

DR NEWHOUSE: That's two versus one.

DR KEMPER: | still don't understand what the
options are. The first one is inplenent what we recommended
| ast year or the year before. The second one is then what?

DR RONE: Is to help the rurals by adding nore
nmoney to the systemrather than taking it away fromthe
urbans to give to the rurals.

MR SHEA: But at the sanme tine as we're
i npl enenting the new rul es.

DR. KEMPER: But the new rules affect everybody,
it has effects everywhere.

DR. W LENSKY: So under option two the threshold

is the sanme for urban and rural ?
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M5. WALTER:  Yes.

DR. W LENSKY: It includes the broader definition
of the unconpensated care?

M5. WALTER:  Yes.

MR. SHEA: Just you finance it differently.

DR KEMPER: So it's just inplenenting it but not
in a budget neutral way.

M5. WALTER: Correct. Options one and three are
budget neutral, if that helps you at all, and option two is
not budget neutral by virtue of adding new noney into the
system

DR. ROAE: Option three though is a redistribution
of current Medicare funds, whereas option two is actually
nmoney; is that right?

M5. WALTER: Right. In option three we add new
nmoney but then we take away a certain percentage fromevery
hospi t al

DR ROAE: So it is budget neutral

M5. WALTER: Option three and option one are

budget neutral.
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MR. ASHBY: | think another way to |ook at it is,
the original option one, the original way we did
i npl enenting the principles that you know was sinply to take
a pot of nmoney and distribute it anong all the eligible
hospitals. So |I think you can see, when you increase the
size of the pot, obviously, all those hospitals are affected
by it.

But you could increase the size of the pot and
distribute it anmong everybody. But instead of doing that
what we did is said, we're going to increase the size of the
pot but instead we're going to have two pots now. W're
going to divide theminto two parts. The one for |arge
urban hospitals takes their pot of noney and distributes it
according to the new principles. The second pot is
increased in size and then too the noney is distributed
according to the new principles.

So the net result is, everybody lives by the new
principles but there's nore noney in the rural pot.

DR WLENSKY: How about if we were to do

sonmething li ke take $500 nmillion and redistribute it to the



10

11

12

13

14

15

16

17

18

19

20

116

pl aces that have sicker patients? Maybe this is just making
clear that a disproportionate share program under Medicare
doesn't make a |l ot of sense. But the notion that what we
are doing is fundanmental |y providi ng substantial increases
to the public hospitals who are not the major treaters of
t he Medi care popul ati on but they do have an awful | ot of
unconpensat ed care individuals.

The enpirical result of what we're doi ng naybe
makes what was a questionabl e program even nore questionabl e
in ternms of Medicare nonies, and especially if we're going
to tal k about putting a half-billion dollars nore into the
pot. W' ve talked in our GVE discussions about trying to
have a better neasure of severity and instead of doing a
budget neutral redistribution anong DRGs, if we were going
to do anything to help institutions treating Medicare
patients, I'd nmuch rather see the institutions who treat --
not do that budget neutral.

So obviously other people need to weigh in on how
they feel about this. It may say, now that we see the

i nplications of what seened in principle to nake sone sense,
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we may need to go back and say, exactly what is it that
we're going wwth this programin ternms of being a Medicare
pr ogr anf?

DR. KEMPER But you're asking for a
reconsi deration of our earlier reconmendati on.

DR. WLENSKY: Now that |I'mseeing the enpirica
i nplications, which are very distressing.

DR. RONE: The way |I'minterpreting your renmarks,
Gail, is that we made a recomendati on. They' ve gone and
done the analysis. Here is the result. You're interpreting
this as representing --

DR. W LENSKY: It makes no sense.

DR. RONE: -- an unintended adverse effect here.
W didn't expect that this would be it, and this is not
worth the candle is what |I'mhearing fromyou because it's
not the intention.

DR. W LENSKY: Fromny point, yes.

DR. RONE: So the question fromnmny point -- and
don't disagree with what you say at all. M/ question would

be, if you went to 60 rather than 50, how much of this
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uni nt ended adverse effect would get diluted out? Before we
t hrow t he whol e baby out with the bat hwater.

MR. ASHBY: There would still be sone, just |ess
t han what you see.

DR. ROAE: But the question is, how nmuch | ess?
Because what you' ve got here is a doubling of the anobunt
that's being distributed to this one class hospitals versus
this other wiwthin the urban environnent. So the question
is, you're at 5.7, 3.3., and 6.2 --

DR. WLENSKY: This is not a small difference. As
we | ook at differences, this is not a small difference.
mean, this is a doubling.

DR RONE: Yes. So the question is, if you went
to 60, do you know now what the nunbers would | ook |ike?

M5. WALTER W do know that. | didn't bring
t hem

MR. ASHBY: W do, but not anticipating this was
going to be the focus of today's discussion, we don't have
the charts with us.

M5. WALTER | can provide those.
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MR. ASHBY: W can | ook at that again next tinme.

DR. WLENSKY: It may nean we have to wait. And
that's a fair cooment. [It's just when |I'm | ooking at these
nunbers -- and again, it's nothing against the public
hospital s but we know that they are not actually the places
t hat have very | arge nunbers of Mdi care popul ations. They
just have very | arge nunbers of unconpensated care, and that
is swanpi ng what we're seeing. | was very supportive of
having a conparable threshold in urban and rural, and that
wasn't a problemfor me. So | really don't like this notion
of characterizing, switching noney to the rurals. But it
does seemthat this is an uni ntended consequence.

So we can see if there's a way that we can nake
nore sense or what provides nore sensible enpirical results,
and/ or think about retargeting what this program was
supposed to do, particularly since we know that in fact the
presunption on which it was started, which is that | ow
i ncone Medi care beneficiaries cost nore, is actually not
enpirically true. That was why | thought about this notion

that we've tal ked about trying to do a better targeting of
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severity of illness. That if we in fact can do that, |I'd be
much nore inclined to make that not budget neutral and put
nore noney than to put in --

DR. RONE: Based on case m x index or sonething
i ke that.

DR. W LENSKY: Exactly.

MR. ASHBY: Let nme remnd you of part of where we
were last tine around on this issue. W had posed the
guestion of whether we saw as beneficial to have one fornul a
that would apply to everyone. But one of the options that
we di scussed at the tine was whether we should at |east go
to two fornulas that would treat public hospitals different
fromprivates since they do have public nonies comng to
themfromstate and | ocal sources to help cover the cost of
unconpensated care. Now we could revive that idea, pay for
only three-quarters, or include only three-quarters of their
unconpensated care or sonme other way of handling that to
| essen this redistribution.

"' mwondering if you want to have us consider an

option of two that would inprove the shift that you speak
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of .

DR. W LENSKY: Especially a shift that doesn't
make sense for Medicare to be pronoting.

MR. MacBAIN:  Just on Jack's last comment. [|'m
not sure that we want to take a look at -- classify
differently those hospitals that have other sources of
funding for unconpensated care. | think by the sane | ogic,
you' d exclude private hospitals with | arge endownents. |'m
not sure that the ownership of a hospital really should be
t he issue.

MR. ASHBY: Right, and that's kind of where we
cane down | ast tine.

MR. MacBAIN. The question gets back to, is there
any enpirical evidence that this is a worthwhile programto
begin with, and I think the nore we analyze it, the nore
we're going to cone back to that same question

The other thing I wondered about but | think you
answered it is, why under option two, if we're addi ng noney
to the system to the private other teaching hospitals stil

come out wwth a negative? But it sounds when you were
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describing it as two different pots --

DR. RONE: Because that's a MedPAC rul e.
[ Laught er. ]
MR. MacBAIN. Wthin the two pots they still |ose.

MR. ASHBY: Right. Mny of these are the suburban

| ocated and small urban | ocated hospitals that are not in

nei ghbor hoods where they provide -- | mean, that was

actually the intention of the redistribution is to not pay

nmoney to hospitals that don't treat the non-pay patients.

That's where that's comng from

DR. RONE: So these are those private major

teachi ng hospitals that don't serve poor populations is

basi cally what you're saying.

t eachi ng,

DR. NEWHOUSE: The private other --
MR. ASHBY: He was tal ki ng about the other

the very small teaching hospitals. Right, that's

who they tend to be. But in the private mgjor teaching

category it's the sane point. As you can see, even in

option one, the reduction is fairly small, 4/10ths of a

per cent .

But that does represent the fact that those
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hospitals on average have a little | ess unconpensated care
than others. That's basically what it's saying.

DR. KEMPER: W can obvi ously reconsider anyt hing,
but it strikes nme none of these argunents is a new argunent,
and actually | don't think these nunbers are particularly
new fromthe earlier discussion.

MR ASHBY: No.

DR. KEMPER So | view this as a winkle on an
earlier rather significant recommendation, and | don't think
t hat those argunents have changed.

DR. WLENSKY: | don't recall, although | may just
not have been paying attention, that this issue about the
redi stribution between the private hospitals and the public
hospitals canme up in --

MR. ASHBY: It absolutely did, yes. And we had a
whol e graph, as Jack renenbered, that --

DR. WLENSKY: | do recall the graph and the issue
and the discussion about the concentration, how nuch
concentration we wanted in there.

MR. ASHBY: R ght, because that affected the
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private-public split.

DR. ROAE: Let ne tell you have we got to this
uni nt ended consequence. It's the first itemon the first
slide. What that said was, this is how we're going to
define the threshold. W want a |larger proportion of the
total nunber of hospitals, up to 60 percent naybe, because
that will in fact capture nore rurals. But then we decided
to define the threshold by putting all unconpensated care,
Medi cai d, and Medicare with SSI eligibility. Wen we did

that, the public hospitals that treated a relatively smal

nunber of Medicare patients fell into the m x because of
their high proportions on the others. | think that's how we
got here.

DR. W LENSKY: No, what we were doing was to take
-- up until nowit wasn't -- | think there's a discussion to
be had about whether we want to have this go to the 40, 50,
or 60 percent of the hospitals, however we want to do it.
VWhat we were doing is, in the | aw previously, the threshold
that you had to nmeet in order to get any di sproportionate

share noney was set higher for the rurals than the urbans,
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which was totally unfair. One of the things that we were
doi ng was to say, whatever threshold we set, it ought to be
the sane for urbans and rurals, which | strongly support.

That the definition of |ow inconme was peculiar.

It mssed a lot of lowincome. And by focusing on Medi caid,
particularly when you have states |i ke Tennessee t hat
basically with TennCare do away with the distinction between
uni nsured, poor uninsured, and Medicaid, that al so nade no
sense, so we had to have a broader definition. That was
really how we got into it.

The rural problemthat we were trying to respond
tois that they were having to nmeet a higher threshold of
need than urbans, which was just patently unfair.

DR. ROAE: Right, and we have corrected that.

DR. WLENSKY: But | think we're now seeing a
result which to ny mnd is not a sensible use for Medicare
monies. |'mperfectly happy to see what happens if we use
60 percent of the hospitals affected rather than 50. But |
woul d al so --

MR. SHEA: |I'mnot sure |I'd agree categorically
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with Gail's point, but I do think that the nunbers here are
significant. So |I think we ought to | ook at the 60 percent
and see what difference that is.

MR. ASHBY: Before we quit though we should take a
| ook at the urban and rurals. W didn't get that far in
Deborah' s presentati on.

M5. WALTER: This clearly shows the urban-rura
dichotony, and | think it's striking. Qbviously, you see
that it increases significantly, the percentage change in
total PPS paynents increases significantly wthin this group
here. Gbviously, all hospitals fare best under option two.

|'"d also like to point out that by design in
option two you see this zero. There's no change basically
for the urbans under option two.

DR. ROAE: And the bottom here, PPS inpatient
mar gi ns, that's percent change in them right?

M5. WALTER: No, those are the PPS nargins. Wy
we included that on there is because | think that this table
is fairly striking in terns of what the options would do for

the rural and small urbans. But when we actually | ook at
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the margins, | think what these options will do would bring
up the rural margins and you woul d achi eve near
conparability between the inpatient PPS margi ns by having
these options, or by inplenenting one of these options.

So | guess we, again, just wanted to show t hat
there is a striking difference between the |arge urbans and
the small urbans and the rurals. But we have to consider
that the margi ns have been very |ow, or conparatively | ower
for the rurals.

MR. SHEA: Deborah, just so |I'm understandi ng
this. The inpatient margins nunbers are with the change or
wi t hout ?

M5. WALTER: They're the current existing margins.

MR. SHEA: So that the rural would change by?

M5. WALTER: It would bring up the rurals al nost
to near what the urbans are.

DR WLENSKY: Current |aw.

M5. WALTER If we were to change sonet hi ng.

DR. W LENSKY: These are all the problens, but

this is the | ast data we have. These are where we're



10

11

12

13

14

15

16

17

18

19

20

128

starting from

M5. WALTER R ght.

DR. WAKEFI ELD: On the face of it, ny initial
reaction when | |ooked at this chart in our docunment was,
because you're asking us which option to support, prior to
all the rest of this discussion the option that |, of
course, was nost drawn to was option nunber two. But being
a relatively nunber conmm ssioner on this conmssion, this
option nunber two, do we care about what's politically
vi abl e?

DR. WLENSKY: If you have a half-billion in your
pocket .

DR. WAKEFI ELD: Right. So much as | |ike option
two, there's a bit of a concern there about how viable it is
as a reconmendation. So do we care about that? Does that
ever affect MedPAC s --

MR. SHEA: It depends on the day.

[ Laught er. ]

DR. ROAE: The answer is, it depends.

DR. WLENSKY: Nornally, we are cautious about
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just adding nore noney into the pot. There are tinmes where
we have made, wth regard to adm nistrative budgets and
i ndi cati ng concern about |ast year in our report about the
adm ni strative budget of HCFA given its new responsibility.
Norrmal Iy, we do not nake recomrendations that have
significant new spending wit hout nmeking at |east sone
reference to --

DR. WAKEFI ELD: | like option two listed in the
docunent actually because | think it denonstrates the
magni tude of this issue. So it hel ps nake a point. But ny
guestion was just, when push comes to shove, how --

MR. ASHBY: Let ne comment on that also. W
t hought of this partially in the context of the Cctober
issue, if you will, as we've been tal king about. That is,
first of all, if $500 mllion was not available then it
could be done with $200 million and it just takes you part
way. There's any nunber of options. And we thought that
perhaps in the environnent of Congress' wllingness to put
sonme additional noney back into these paynment systens that

who's to say that the corrections we nake have to be exactly



10

11

12

13

14

15

16

17

18

19

20

130

on doi ng provisions of the BBA. They could be different
provi sions that nmake sense.

So we thought in that context this m ght be an

option, even if $500 million is too nuch. |If it's too nuch,
wel | --

DR RONE: Wuld it be fair for us -- I'm
sensitive to Mary's question as well. Rather than our

establishing policy that Congress would establish, would it
be fair for us to nake the argunents pro and con and then
provi de one budget neutral and one non-budget neutral
proposal ? That is, choose anongst the two budget neutral
proposal s you have here and say --

MR. ASHBY: Say, if you have additional noney,
this would be a viable way to --

DR RONE: -- if you're requiring budget
neutrality with respect to this correction of traditional
urban-rural problem here is MedPAC s reconmendati on of how
you do it. If additional resources are available in order
to do this, here is MedPAC s recommendati on of how you do

it. Still then we would have the specifics of the 60
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percent or whatever and then Congress or whoever it is who
deci des these things, could have sone choices in their
debate. That makes it a little cleaner for them | think.
Does that nake sense?

DR. WLENSKY: By the tine you get this, whatever
is going to happen, it's going to have happened. But |
t hi nk when we do our March report or whenever we're going to
have this nunber available, we can certainly indicate that
there's an additional anount of noney which will protect the
| osers and bring --

DR RONE: If they wanted to do that. And if they
don't...

DR. WLENSKY: If they wanted to do that. But
don't think it really changes what | regard as the much
bi gger questi on.

DR. RONE: This maldistribution.

DR WLENSKY: Wiich is what seens to ne an
uni nt ended consequence that we have -- | regard it as an
uni nt ended consequence of using Medicare noney. So it may

be that we just need to see what happens, as Jack says, as
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we go and have 60 percent, or some other nunbers to show
what the distribution is. | would not have regarded the
outcone that we have observed as one which we would have
t hought desirable for Medicare.

MR. MacBAIN. Again I'mnot sure, at |east fromny
perspective, whether public ownership of a hospital is the
i ssue so nuch as redistribution to hospitals that have a
di sproportionately | ow share of Medicare business.

DR. W LENSKY: Exactly. [I'musing that as --

MR. MacBAIN: Using public as a proxy. But |
t hi nk we ought to be careful that we're not --

DR. NEWHOUSE: That really is inherent. | think
you nean di sproportionately high share of unconpensated
care.

MR. MacBAIN. It's the low-- it's the bunp in
paynment out of proportion to the size of the Medicare
busi ness. That's the issue.

DR. WLENSKY: That is what |'m speaking of.

MR MacBAIN: | think we need to be careful about

that so it doesn't sound like we're slamm ng public
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hospital; we don't think that Medicare ought to be paying
its fair share. But the issue is that it's --

DR. WLENSKY: That this is a Medicare program and
these are hospitals that treat |ower --

MR. MacBAIN. It's the extent of Medicare patients
that the hospitals treat that's the concern

MR. ASHBY: But do renenber though that in this
sinmulation and in our recomendation, the paynent is only
made on Medicare cases. So if they have few Medi care cases,
they're going to get a small anount of paynent.

DR. RONE: Their percent increase seens greater,
but the actual anpbunt of dollars --

MR. ASHBY: Exactly, right. And that was a very
pur poseful part of the -- we considered the option of
removing this from per-case paynent and resoundi ngly said,
no, it needs to stay that way so that it does reflect --

MR. MacBAIN. So on the prior graph that was up
there, it looks like the private teaching hospitals are
financing the public hospitals. When you get down to the

dollar anpbunts it's not nearly as dramatic as the percentage
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anounts, and that's inportant to keep in mnd

MR. ASHBY: No, that's not the case, right.

DR. RONE: So 7 percent on that graph is not twce
t he amount of noney that 3.5 percent is.

MR. ASHBY: No, it's just the change in the anount
of noney. They get 2 percent nore than they woul d have
otherwi se, but they're starting froma nmuch smaller pot. W
can show sone of those nunbers, | think. That would put
sonme perspective on this, if you wll.

DR. KEMPER  That woul d be hel pful.

DR. WLENSKY: That also |I think would be very
useful in addition to the 60 percent.

DR. LAVE: Could we al so see the proportion of
Medi care patients? Since we're |ooking at what we're doi ng
both --

DR. RONE: That would drive that other nunber.

DR LAVE: | know, but both in terns of the total
di stribution of these dollars.

MR. ASHBY: Right. W nornally express that as

Medi care costs as a percentage and we can easily provide
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that, too.

DR. MYERS: How hard would it be to | ook for those
hospitals that are specifically affected, positively and
negatively, by name?

MR. ASHBY: Let ne answer that. W do have sone
information actually in the mailing materials that give you
sone information about magnitudes of change, but we can't do
it by specific hospitals. That was our arrangenent with the
AHA, and | think it's a fair one, that we not -- they
i nsisted we not publish that, but we weren't anxious to
anyway really.

DR. LAVE: W have to decide what policy we |ike,
not whet her our friends or enem es are being negatively or
positively inpacted.

DR. WLENSKY: | think when we see the dollar
magni tudes may well relieve sone of the concern that the
percentages that you show. Again, it is only ny concern
that these are Medicare doll ars.

DR. RONE: Between that and 60 percent you may get
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the confort zone that is defensible at |east, because if
this is the only nunber you see, it's hard to defend.

M5. WVALTER: We do have sone slides on the
magni tude, but | think what |1'mhearing is to conme back next
time with a 60 percent threshol d.

DR. W LENSKY: But also give us these other
nunbers where --

MR. ASHBY: And this other information that
provi des sone perspective on the whol e thing.

DR. WLENSKY: It is hard to get a sense of
per spective because the percentages are different, but the
bases are even nore different. Wen we're talking about
redi stributions that are counterintuitive it's especially
inportant to see what that |eaves us in terns of the
di stribution of this Medicare noney.

MR, MacBAIN. | want to circle back before we get
off this though to where we started which was this
di scussi on of whether Massachusetts is uni que and whet her
this is perhaps a solution in terms of a problem Do we

want to deal with that? Do we want to get into the policy
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advisability of DSH in general ?

DR. WLENSKY: If we were going to consider things
like putting in a half-billion dollars to bring rurals up to
parity, | really would like to take this other issue which
strikes nme as being a much nore legitimate Medicare issue of
saying, if we were going to consider being able to define
severity of illness in a nore appropriate way, which has
been a long term Medi care problem and to add noney rat her
than to redistribute anong the existing the redistributions.
| would Iike to see us take it in a broader context of what
isit w're trying to do.

Now whet her or not we're going to go into areas
that Congress really wants to hear fromus or not -- | nmnean,
| think it would be sort of the second half of a chapter, or
the last third of a chapter that says, there are enpirica
reasons why you mght want to rethink what it is that you
are doing with these funds, given that there does not appear
to be an enpirical relationship between the cost of treating
| ow i ncone seniors that we assuned when the program was put

t oget her.
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MR. MacBAIN. Sonething that woul d be useful for
me at any rate is if staff could give us an outline of all
of the special Medicare paynent provisions for safety net
providers; critical access hospitals, federally-qualified
health centers, rural health centers, sole community
hospitals, rural referral centers. Just go down the whol e
list so we have a sense of what is happening out there now.

DR. LAVE: | think that the idea of com ng back
and thinking through what it is that we thought we were
doing is a reasonable one, and certainly Bill's
recomrendation is useful for that. Because if | renenber
t he previous discussion which I think Peter was referring
to, we basically thought about it as giving nore noney to
t hose hospitals who had nore people who did not pay their
bills. So it was a very explicit recomrendation that --

MR. ASHBY: Related to access to care is the terns
that we were putting it in.

DR. LAVE: It was an access to care issue. It was
not a severity of care issue. So | think that if we decide

to go back to the severity of care issue that really is --
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MR. ASHBY: A different adjustnent.

DR. LAVE: A very different framework and so
forth.

DR. WLENSKY: The only thing though is, it's
supposed to be, | would presune, access to care for Medicare
seniors. Wat |I'mnot sure is that what we're doing is
respondi ng to an access problemfor |ow incone seniors that
exists. That's why to the extent that we are not in fact
appropriately taking account of severity neasures, you can
say that that is nmuch nore likely to affect access for those
institutions that are treating systematically sicker
Medi care patients.

| don't have any problem having this as a broader
di scussion, what are we trying to acconplish? But it ought
to be, it seens to nme, in the context consistent with the
position we've taken el sewhere that we're trying to use
Medi care nonies to benefit seniors, and if there's an access
probl em we want to be sure that it's an access for seniors
probl em not just a general access problem

DR. LAVE: W don't have any data, Gail, that
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shows that seniors that -- | don't believe that our data in
rural hospitals indicates that they have access probl ens.
So | agree with you that we have a problem

DR. WLENSKY: But we don't have any data that
suggests these hospitals, that | ow inconme seniors are having
access problens either.

MR. MacBAIN. |If we use a 50, or let's say a 60
percent threshold, the inplication is that 60 percent of the
hospitals participating in the systemare at risk and need
to be shored up in order to maintain access, and think
that's true.

DR. WLENSKY: That's certainly not true.

MR. MacBAIN:  But a nunmber are at risk.

DR. W LENSKY: That's just not true.

MR. MacBAIN. So nmaybe we should be -- is there a
way to focus on that? |If the question is access rather than
severity, then should we be focusing on those hospitals and
ot her providers who are at risk? | don't know. | think
it's worthwhile getting into that discussion, getting over

the current DSH policy into a broader discussion.
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DR. WLENSKY: | think that we would |like to see
t hese additional nunbers and also, to the extent that you
can at |east lay out sone of the questions that you' ve heard
us raise here to try to ask us again, do we want to go down
this path, which is not questioning the fundanenta
assunption of the program-- in the past we have not
guestioned the fundamental assunption of the program W
just sort of rolled with it, so whether or not we want to
step back and put it in a better context. And we may or may
not choose to do that.

M5. WALTER: Do you want us to focus on all three
options again, or do you want us to just limt the analysis
at the 60 percent threshold in options one or two?

DR. WLENSKY: | guess at this point it's running
anot her tabl e?

M5. WALTER It's easy enough to do.

DR. LAVE: | can't see the advantage of option
three. Does anybody el se see an advant age?

DR. NEWHOUSE: | don't see an advant age.

DR. WLENSKY: So just one and two?
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DR. LAVE: | would just focus on option two since
option three seens to nmake things worse.
WALTER:  Ckay.
ASHBY: Kind of our thinking, too.

WALTER: Yes, that was sort of our sunmary.

T 5 3 B

W LENSKY: Thank you. Judy?

M5. XANTHOPOULOS: We're going to talk about a
possi bl e workplan for the nmethods used to construct the
hospi tal outpatient paynent rates. But first 1'd like to go
back and review the two recommendations that were nmade in
the March '99 report, the two relevant to the paynent rates.

We recomended that they define the unit of
paynent as the individual services and then use costs of
i ndi vi dual services, not groups of services, to calculate
relative weights. Unfortunately, no one responded to these
recommendations so we are faced with the system of APC
groupings right nowthat's in the proposed rule.

So in that light, it |ooks as if HCFA al
i ndications are that HCFA intends to go forward with the APC

grouping in this rule. So we're basing our work on three --
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we've identified three unresolved issues within this system

The first one is the possible phase-in of the PPS
rather than direct inplenmentation. W just wanted to nmake
the point that this is something that staff is currently
working on. It's a live issue. W've provided technica
assistance to the H Il on basically two options; a budget
neutral phase-in and a non-budget neutral phase-in.

The singl e update mechani smfor OPDs and ASCs was
presented in last nonth's neeting and we' re conti nui ng work
on that.

The third area that we think is a potential area
for some work is to |l ook at the design of the APC and the
nmet hods used to construct the weights, the paynment rates.

The one thing we want to acknow edge is that we
are not saying that we think that APCs are necessarily the
best systemto go with, but we're basing our work now on the
notion that this is what we'll be facing, so are there ways
that we can inprove it and make for better paynents or nore
accur ate paynents?

The one issue that has been a recurring thene in a
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| ot of the comment letters that HCFA received -- and they
did receive 11,500 on this proposed rules. It was a pretty
good response to the rule.

DR. LAVE: D d anybody like it?

M5. XANTHOPOQULOS: No, actually no one did. W
actually reviewed a lot of the |letters and one techni cal
i ssue that kept recurring was the issue of the use of single
procedure clainms as opposed to nultiple and single procedure
claims. So we started to investigate this issue.

There are certain groups that seened to be hit
harder with the proposed paynent rates than others, but a

ot of it we think may depend upon how they cal cul ated the

wei ght ed nedi an costs. They started with 98 mllion final
action clains for 1996 and ended up -- the procedure of
elimnating clains ended up with 26 mllion single procedure
cl ai ns.

| mght say that in defense of HCFA, they did have
a reason for going down to -- using only the single
procedure clains, and that reason was that when you have a

mul ti pl e procedure clainms you have certain fixed costs that
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you can't allocate accurately to each procedure. So they
felt that this was an easier way was to go just with the
singl e procedure and then you have the cost |ike anesthesia
or recovery roomthat could be directly allocated to the

pr ocedure.

DR. LAVE: Can you tell ne what a single procedure
claimis?

M5. XANTHOPOULOS: It just neans that sonmeone who
canme into a outpatient departnent only received one service.
A multiple procedure nmeans that you had nore than one
procedure perforned on the patient for that event. And they
do define the episode as the event going in. So if you cone
back the next day for sonmething else, that's considered a
separ at e procedure.

DR. RONE: But procedures would include |ike blood
tests and chest x-rays and cardi ograns and whol e variety of
things, right?

MS. XANTHOPOULCOS: But the way they're paid nowis
based on costs so they're identified -- what we're tal king

about with the procedure and the ancillary costs are things
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that are not necessarily billed separately, like tinme in a
recovery roomor sonme other aspect that's not an
identifiable service. The services thenselves can be billed
separately, and with a variety of systens, as you know,

under the present |aw.

So what we started to do was to investigate the

paynment calculation. It looks as if, just fromthe
begi nning analysis that |1've done, |'ve done a sanple -- it
wasn't a random sanple. | actually chose a |ot of the APC

groups that were recurring in the comment letters, and
peopl e that have conme to speak with us about it. So |
| ooked at a | ot of the ones where there's specifically bl ood
product groups and cancer hospitals, as well as certain
radi ographi c procedures. | |ooked at those, and then tried
to go across a variety of groups and randomy select a few
ot hers.

It 1 ooks as if using multiple procedure clains may
actual ly change the weights that were needed to cal cul ate
the nedian cost. | think that there may also be a bias in

t he medi an cost by actually addi ng nore observations.
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DR. LAVE: What direction was the bias?

M5. XANTHOPOULCS: In the sanple that | |ooked at
it was a downward bias in the costs, which | think that it's
not clear howit will work when you | ook at all 500 APCs.
You may actually see sonme that are biased upward and ot hers
that are -- but it looks as if, looking at the multiple
procedure clains it |ooks as if there was nore frequency in
t he nore expensive procedures on nultiple procedure clains.
So that's sonething that we would |ike to investigate.

Qur workplan basically has three parts to it. W
wanted to deternmine the relative proportion of nmultiple
procedure clainms to single procedure clainms. W wanted to
estimate wei ghted nmedi an costs, and sinul ate paynent rates
using both different types of procedures; do it once for
singl e procedures and then again including the nultiple and
si ngl e procedure cl ai ns.

That's basically it. [It's a pretty
straightforward approach. W think that it does offer the
ability to | ook at other issues, in particular nmaybe | ooking

at the APC groups. But as we said, it looks as if that's



10

11

12

13

14

15

16

17

18

19

20

148

sonmething that HCFA is going to go forward with. They' ve
i nvested al nost 10 years in developing the system so it
doesn't look as if they'Il get rid of that, they'll
elimnate that system

DR. LAVE: So you'll wuse their grouping system
you'll put the stuff through the grouping systemand you're
really looking to see whether or not if you use different
ki nds of data you arrive at a different paynent rate?

M5. XANTHOPOULOS: Right. And as | said, thus far
it looks as if that is the case.

DR. NEWHOUSE: Suggestions for Judy on the
wor kpl an?

DR. WAKEFI ELD: A question. Wth regard to the
possi bl e phase-in of the PPS, given that | think it's HCFA
data that indicates that over one-third of rural hospitals
are | ow volune providers and they estimate that those rural
| ow vol une providers will face paynent declines that are --
their data -- on average, four tinmes greater than al
hospitals. Should there be sone consideration for

adj ustnents for single |ow volune providers in rural areas
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that could account for the fact that they' ve got fixed
costs, that are spread over a | ow volunme service resulting
i n higher costs per visit?

MS. XANTHOPOULCOS: One of the things we were
tal king about that wasn't really -- we viewthis as
basically the first step of exam ning the paynent rates
because once you determ ne whether there is bias then you
can allocate themto different hospitals in different areas
and see what inpact that has on the paynents.

| think that the prelimnary | ook at the data,
there's a very high concentration of services in outpatient
-- of the services delivered in an outpatient setting. So
even though there are several hundred thousand that are
approved services, they're not -- the nost common make up
the bul k of the paynents, and it varies across settings. So
that's sonmething that we could probably --

DR. WAKEFI ELD: W'l be able to take a | ook at
this by setting, too?

MB. XANTHOPOULGCS: Right.

DR. NEWHOUSE: Mary, that's opening up a very
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| arge i ssue. The sane issue arises for hospital inpatient,
the same issue arises for physician, it arises throughout
t he whol e paynment structure. And as far as | know, in al
of the PPS systens we've basically ignored econom es of
scale. Now that's not to say we should have ignored them
but we do.

| woul d have thought that if -- maybe |I'mjust
being too Cartesian, but if we opened it up for hospital
out patient, we would have to open it up for the others as
wel | .

M5. XANTHOPOQULOS: | guess there's a little bit of
a hybrid of an issue related to this in that |ooking at
where procedures are perfornmed as opposed to volunme. That's
sonet hing that sone hospitals have a very limted nunber of
procedures that are -- or the nost common procedures that
are perfornmed in that hospital. W may be able to | ook at
sonething |like that, but not necessarily address the vol une
i ssue, but |ook at the types of procedures that are done and
the effect that that woul d have.

DR. WAKEFI ELD: Do you think you'll be able to cut
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the data so that we can look at this by category, at the
very |l east by rural hospital ?

M5. XANTHOPOULOS: Yes, we have it at a hospital
| evel .

DR. WAKEFI ELD: For starters then is what you're
sayi ng.

MS. XANTHOPOULCS:  Yes.

DR. NEVWHOUSE: Indeed, the margins that we saw in
the previous presentation could potentially relate to
econom es of scale.

DR WAKEFI ELD: To this, too.

DR. NEWHOUSE: It may relate to other things too,
but consistent with econom es of scale.

O her reactions on the workpl an?

Shall we take silence as applying blessing of the
wor kpl an?

M5. XANTHOPQULOS: Should we go ahead and proceed?

DR, NEWHOUSE: Yes.

Janet and Julian?

M5. GOLDBERG. As part of our workplan related to
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paynents to teaching hospitals we evaluated the literature
to determ ne whet her teaching hospitals provide higher
quality care. The evidence that we found of higher clinical
quality led us to investigate what indicators m ght be used
to measure enhanced patient care.

We based our review of the evidence and our
assessnment of potential indicators of enhanced patient care
on the assunption that enhanced patient care |eads to higher
gual ity and hi gher costs, and that higher quality warrants
hi gher Medi care paynents. The literature alludes to a
connection between enhanced patient care and quality, but
doesn't prove that enhanced patient care | eads to inproved
quality.

Most of the literature that conmpares quality anong
hospitals relies on clinical neasures because it can be
difficult to find and consistently explain relationships
bet ween hospital structure and the care that clinicians
provide. Studies involving clinical nmeasures of quality
suggest that major teaching hospitals provide higher quality

care conpared with non-teachi ng hospitals.
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These studies evaluated the quality of care
provi ded to Medicare beneficiaries with specific diseases.
Data for these studies can fromeither individual patient
chart reviews, Medicare clainms data, or both. It's
inmportant to keep in mnd that not all teaching hospitals
provide increased quality to the sane extent.

| deally, we would like to neasure quality of care
and determ ne how to adjust paynents accordingly.
Unfortunately, there is currently no conprehensive national
dat abase whi ch woul d enabl e the routine assessnent of
clinical quality in hospitals. Therefore, the Conm ssion
may want to consider the nerits of using proxy neasures to
eval uate enhanced patient care until direct measurenent of
quality is possible at the national |evel.

In the short term therefore, our options for
proxy nmeasures are limted to those for which we have dat a.
This includes the resident to bed ratio and transfers into
hospitals. In the nmediumterm the Conm ssion may want to
consi der exploring other proxy measures that have nerit but

woul d take sone tinme to devel op
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We gathered information on several potential proxy
measures. These included the use of technol ogy-intensive
services and procedures perforned primarily at teaching
hospitals, care for patients with rare and conpl ex
conditions or who are severely ill, the scope of a
hospital's bionedical research portfolio, the mx and
guantity of clinical staff, and transfers into hospitals.

We al so thought about several criteria that m ght
be used to ascertain whether or not a potential proxy
measure has nmerit. |In order for a measure to be useful, we
nmust have reliable data. There should also be a solid
rationale for the relationship between the proxy neasure and
quality. In addition, the neasure should be strongly
associated with quality pertaining to all hospitals, not
just teaching hospitals, and m nim ze undesirable
i ncentives.

Transfers of patients into hospitals appears to be
a prom sing proxy neasure for several reasons. First and
nost inportantly, discharge records provide a readily

avai l abl e, reliable source of data on patient transfers into



10

11

12

13

14

15

16

17

18

19

20

155

hospitals. Second, several studies indicate that patients
transferring into hospitals are sicker.

Third, the transferring of patients is strongly
associated with quality, since transfer patients tend to be
sicker, they tend to require technol ogically superior care,
speci al i zed services, and superior clinical expertise.
Fourth, the transferring of patients can be neasured for al
hospitals, not just teaching hospitals.

However, it may not be desirable to use this as a
proxy measure. For instance, it's not clear how hospitals
will respond to the use of transferring as a proxy neasure
for enhanced patient care.

" m | ooking forward to getting Comm ssion feedback
on whether or not to continue our investigation of proxy
nmeasures for enhanced patient care and which nmeasures to
focus on. Also, it's possible that the docunent that we
sent you in preparation for the neeting will be included as
an appendi x to the March report, so if you have any
comments, |'d appreciate any comments that you'd like to

shar e.
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DR. NEWHOUSE: | guess |I'd be very concerned about
basi ng paynents off of transfers -- noving to that as just
national policy. |If sonebody wanted to try this in a snal

area to see what it induced in the way of changes in
transfers, that would seemto be reasonable. But | hesitate
to put incentives, nonetary incentives in the systemto
transfer. One could have a transfer from one non-teaching
hospital to another so everybody just gets cross-shi pped.

| had brought up, and | thought a nunber of other
people liked the idea a long tine ago and it seens to have
been dropped, the notion of expanding the nunber of DRGs.
Now we may not have the resources to try to undertake what
anounts to building a new --

DR. W LENSKY: Severity of illness.

DR. NEWHOUSE: The severity of illness is one
variant of it that's a sort of off-the-shelf variant. But
one could go back to the drawi ng board and instead of
starting with the constraint that there only be 500 DRGs,
start with a nmuch hi gher nunber.

MR PETTENG LL: There's 1,420 in the APR-DRGs.
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DR. NEWHOUSE: | know. But as | understand it,
t hose are nested within the current DRGs.

MR. PETTENG LL: In a manner of speaking, yes

DR. NEWHOUSE: So there's no particular -- | nean,
| think the people that were devel oping that took that as --
what |'m suggesting is that we mght see if HCFA is nore
anenable than it's been in the past to renoving this
constraint, which is not in statute, | don't believe. O if
we m ght think about contracting, if we can't do it
internally. That is, |I'mnot persuaded that the enhanced
DRGs -- they'|l be better, but that that's -- whether we're
on the flat of the curve or not, | don't know. | don't
think we can know until we try to do it.

"Il put that out there and see how ot her people
react to it.

DR RONE: |I'mnot sure -- | think on the surface
of it, the transfer idea | ooks appealing because presumably
you're only transferring a patient fromhospital Ato
hospital B because hospital B has sonmething nore to offer

than hospital A, and | guess that's enhanced patient care.
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But | agree with Joe, | think that the potential for gam ng
of this systemwould be great, and | think there would be

i nequities based on the different systens that are being
devel oped.

| f you have a teaching hospital that owns a nunber
of community hospitals, like say 10 conmmunity hospitals
around Cl evel and, just to pick a randomexanple. And if al
t hose doctors are enpl oyees, which they m ght not be. But
if they were, then you can direct the referrals w thout
getting in trouble with the Medicare Fraud and Abuse Act and
stuff like this. Wereas in a traditional teaching hospital
t hat doesn't have a network of hospitals that it owns, you
rely on professionally-based, experience-based referral
patterns.

So you coul d have gam ng of this system based on
the structure of the Internountain Health Care system versus
X system This would create confusion and | think it would
probably not work. So | would be concerned about that.

t hink you have a change in the structure of the nmarketpl ace

whi ch woul d aggravate the change that Joe comrented on
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| think it would be interesting to | ook at sone
data, if you have any, as you do the analysis on grades of
teaching hospitals. | think you' re using the traditional
definition of a teaching hospital that has a resident to bed
rati o over 0.25 or sonething along those |lines, which gives
you 1,200 teaching hospitals or sonmething |ike that.

When you start to do these anal yses you m ght | ook
at different resident to bed ratios to see whether or not it
makes a difference in terns of the outconmes. | think that
that woul d be a robust way to | ook at the data because there
is no mutually agreed upon definition of a major teaching
hospital, or a teaching hospital for that matter, other than
one that has three RRC-approved residencies. That's what
you basically need. You can't have any unl ess you have at
| east three.

So I think that the range of resident to bed
ratios is very great and there are plenty of hospitals in
each part of the range, so that woul d be worth doing.

DR. MYERS: As you continue this analysis, | think

you al so want to explore the concepts surroundi ng



10

11

12

13

14

15

16

17

18

19

20

160

appropriateness of care that really aren't tal ked about
extensively in here. As you know, the nmere presence of
technol ogy and the skill to use it is not the conplete
story. It's whether you're using it with the right

i ndi cations, whether the nedical necessity is there.

think that if you | ook at sone of the work that was in the
President's quality conm ssion, there was a | ot of

di scussi on of appropriateness. There was a |ot of

di scussi on of the concepts surroundi ng overuse.

"' m not exactly sure how you woul d create national
factors at this point to bring that in, but I think it's
worth thinking about as we nove forward in this area,
because it is a major consideration. A |ot of people who
have very skilled people in ny opinion and who have the
technol ogy avail able, don't use it appropriately.

MR. MacBAIN. In | ooking for a proxy, or several,
as least as | read through this thing it seenmed to ne that
we may want to be a little nore rigorous in how we define
enhanced patient care. In some of the stuff we've witten

it's been used interchangeably, and other tinmes wth
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severity or conplexity of patient services, sonetinmes in
terms of the uni queness of services that aren't avail able
el sewhere. | think all of those are true, and we really
need to look at all of them

Expanding the DRG list may deal with conplexity
and severity but doesn't get to uniqueness of services or
underlying quality. Transfer rates may be a proxy for
quality in uniqueness of services but |ose sone of the DRG
data. So | think you ve got a nore conplex thing that we're
trying to neasure than we're giving it credit for being. |
think we need to be nore rigorous in describing it.

DR. NEWHOUSE: -- nost felicitous to try to
enconpass all those three either.

MR. MacBAIN. The "E" stands for epiphany rather
t han enhanced.

DR. NEWHOUSE: We won't ask what PC stands for

DR KEMPER: 1'd like to suggest that we anend the
statenent, you get what you pay for to, you get what you pay
on. | think the transfer exanple is a good one. | guess

that takes nme to think about nore of an index of multiple



10

11

12

13

14

15

16

17

18

19

20

162

proxies, just to dimnish the incentives, and whet her that
m ght be possi bl e.

Sonme of the potential ones that you raised in your
paper and on one of the slides seened |like they m ght be
feasible to ne. From Medicare clainms couldn't you get
treatment of rare di seases and sonme of those things from
Medi care records? You could get burn units and ot her kinds
of special facilities. So | wondered if the data really
aren't avail able on sonme of these things.

MR. PETTENG LL: In many cases, there are sone
data available, Iimted data.

DR. KEMPER  But not across all hospital s?

MR. PETTENG LL: Not across all hospitals and
certainly not from Medicare records. There's information
about facilities that hospitals have in the AHA annual
survey, but that's not for all hospitals, and in nany cases
the definitions are relatively crude. It takes the survey
sone tinme to catch up with the newest facilities out there.

So it's not to say it's not usable. | don't know

how much we can do between now and January which is when we
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have to have everything done for the March report. All of
t hese suggestions are good for a nore internediate term
further pursuant of the subject and I think we will no doubt
take up your invitation to bring this back and get nore
detail ed reaction on sone of these suggestions. Like what
isit youd like to see if we went after rare diseases? O
if we went after expanding the DRGs, what in particular do
you have in mnd? That would be hel pful to us.

But | think in the short run we're very limted in

what we can do.

DR KEMPER: | think the issue will be around for
a while.

MR. PETTENG LL: | suspect it will, too.

DR KEMPER |1'd like to see how they're

correlated, even if they're inperfect neasures at this point
and not available for all hospitals, to see how correl ated
t hese various indicators are, because that would nmake it
nore possible to have an indexed kind of approach.

| guess the only other thing to think about on

sone of these neasures if whether a high concentration of
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Medi care ri sk or Medi care+Choice plans in the market would
affect the nmeasures, if any of them m ght not be avail abl e
di sproportionately in some nmarkets than others.

DR. LAVE: | want to put another nail in the
coffin of the transfer issue. There are |lots of transfers
whi ch are not necessarily very sick patients, for instance,
AM patients in rural hospitals get transferred in. They're
not all that sick patients. They're a high proportion of
transfer patients because they're being transferred froma
pl ace that doesn't have the technology to treat to a pl ace
that has the technology to treat. So you're going to be
pi cking up a ot of those and those are not the sanme kind of
transfer cases as sone of the nedical --

DR. RONE: But isn't that enhanced patient care?

DR LAVE: But they can go -- | can tell you |I've
| ooked at this in the Pittsburgh area. They go to about
three or four hospitals. They get transferred in. And one
of the major bypass surgery transfer hospitals is not a
teaching hospital, it just happens to be extraordinarily

good at doi ng bypass surgery.
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DR. NEWHOUSE: O have a cath unit.

DR. LAVE: | don't know how many other cases of
that there are of things like hip fractures. There's a |ot
of transfer that goes on that is not the sort of unstable
si ck.

DR. ROAE: Let ne respond, if | may. | think this
is relevant. | think this is the crucial concern. The
crucial concern is that if we are changing GVE for the
epi phanous reasons whi ch have been wel | -descri bed here and
el sewhere, and we are saying we're going to put the noney --
but we're going to keep the noney there because these
institutions provide enhanced patient care, other
institutions will stand up and say, but we provide enhanced
patient care.

DR LEWERS: All of them

DR ROAE: Al hospitals wll. And we are not
teaching hospitals. Just like you said, yes, but they're
not teaching hospitals. But if it's enhanced patient care
it doesn't matter if they' re teaching hospitals or not. So

then the whol e universe of hospitals will mgrate in. The
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i ndi vi dual s who are wei ghi ng agai nst rather than for
Pr of essor Newhouse's epi phany are, | think, primarily
concerned about that effect.

Now we may say, that's okay, we only want to pay
for patient care services and we'll pay nore for good ones
regardl ess of whether it's a teaching hospital or not, and
that may be where we conme out. But | do think it's worth
underlining the inportance of this issue, as has cone out in
this question.

DR. LAVE: Now | did have anot her suggestion and
that, again, is not related to the enhanced patient care
i ssue in teaching hospitals specifically but it does cone
back to a way, | think, of |ooking at what sonme of the
inplications would be for the hospitals that are, to sone
extent, a matter of concern. And that is trying to see what
the inplications would be of shifting froma DRG based
paynent systemto shifting to an APR DRG paynent system

My suggestion is the foll ow ng.

DR. NEWHOUSE: | thought that was on the workpl an.

MR PETTENG LL: It is.
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DR. LAVE: There are a nunber of problens that one
woul d have in doing that. But, Julian, | think that you can
get a set of -- one of it has to do with is the delay the
probl em of creating the weights? And if the delay is the
problemin creating the weights, there are paynent systens
out there that have the weights associated with this. Now
the relative weights nay vary a little bit for Medicare than
for all payers, but at |east you would get sone idea about
what it would look like if you --

MR. PETTENG LL: We're generating the wei ghts next
week.

DR. LAVE: But | thought you said you couldn't do
it by January.

MR. PETTENG LL: Onh, no. W can do that part.

DR. LAVE: I'msorry, | msunderstood what you
sai d.

MR PETTENG LL: What | don't think we can do
bet ween now and January is pull together diverse sets of
data to devel op a whol e set of proxy neasures to | ook at.

W don't have the tine to do that.
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DR LAVE: But you will be able by January to | ook
at the inplications of shifting fromone DRG based systemto
anot her DRG based systen?

MR. PETTENGQ LL: Yes, absolutely. Long before
January. | hope to give you sone of that in Novenber

DR. LAVE: In doing that, will you reestimate the
| ME paynent as you're doing that so we can get sone sort of
sense for what the differences are in terns of -- | nean, it
seens to nme that there were three things that we were
t hi nki ng of doing, one of which was to basically revise our
estimate of a teaching adjustment by using information based
on interns and residents, whether this is correct or not,
but pulling together the direct and the indirect costs. And
knowi ng that that doesn't neasure this enhanced patient care
but it is sonmething that we tal ked about doi ng.

So by January you're going -- what?

MR. PETTENG LL: There's two stages to this. 1In
the first stage there are two parts, and they run in
parallel. One of themis a reexam nation of a cost

function, folding in direct GWE, reestimating | Mg, trying
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alternative neasures including proxies to the extent that we
have them for enhanced patient care.

The parallel stage to that is developing relative
wei ghts and case m x i ndex val ues based on the DRG
refinenment options that we discussed last time. W will
present, we hope, quite a bit of prelimnary results on both
of those in Novenber. Then because they're interactive, we
will pull the interactions together and present results on
the inmpact on paynents to hospitals of adopting different
options where we'll fold in the revised I ME estimates, we'll
alter the paynment nodel to reflect the inclusion of GVE, and
so forth and so on.

DR. LAVE: Ckay, because that wasn't in here. |
just didn't have a sense that that was goi ng on.

MR. PETTENG LL: No, all this was about really
was, do we have any evidence that teaching hospitals provide
hi gher quality care because nost of the so-called -- npbst of
the things that you m ght imagine are enhancenents in
patient care, nost of the things that conm ssioners have

di scussed as such are things that you really would only
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value and be willing to pay nore noney for if they resulted
in sone difference in the quality of care. So is there
evi dence that teaching hospitals provide enhanced care.

And second, what kinds of neasures could we use to
represent that? As Janet said, ideally we'd |love to be able
to use clinical nmeasures of quality of care, but there's no
way in the world that's going to happen any tine soon. So
what do we use instead?

DR. LAVE: No, | at l|least was kind of msled by
this chapter in terns of the direction of where you were
going, not realizing all this other stuff was going on at
the same tine.

MR. PETTENG LL: This is just a snmall piece of the
| arger project.

DR. WAKEFI ELD: Just a couple comments. Actually,
| agree with Wody, and Wody, | served on that comm ssion
on quality that you just referenced. | think that part of
the way this docunent defines enhanced patient care, quality
care is really in a significant way -- this may be just ny

view -- is really to say, good care for Medicare
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beneficiaries in this context is high tech, bionedical
resear ch- based care.

Based on ny experience working in different venues
on quality related issues |I'd say that in general there are
ot her issues that can't be captured probably, but that there
certainly are other very val uabl e conponents when one | ooks
at quality of patient care and tries to link that to
sonething we refer to as enhanced patient care, |ike systens
in place that reduce error, for exanple. An inportant
i ssue. Like patient satisfaction.

It was interesting to nme that the Picker Institute
study that tal ks about the one exception to non-teaching
versus teaching hospitals -- and | don't want to nuch go
there except to say, that one exception -- it talks a little
bit nore to sone of the psychosocial variables as opposed to
just basic bionedical issues -- is relegated to a footnote
and not explored further or delineated with nore definition
in the text of the paper.

So point being that things |ike orientation toward

good di scharge planning, patient education, beyond just what
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we've identified as proxies for quality care, to ne there's
a bigger, broader picture out there that, if we're going to
say this relates to quality care, | just don't know how we
can do it with this fairly narrow view, either short term

or maybe this is all we've got and can focus on in short
term but over the long term-- certainly over the long term
| don't know how we can do it.

To ne it's nore of a -- rather than enhanced
patient care it's an intensive patient care because it
speaks to high tech interventions, et cetera. And back to
Wody's point, I"'ma little bit concerned about that. As we
know, you can have overutilization of high tech
i nterventions that may not be good at all for patients. So
that's one set of issues for nme when | finished reading
this.

Anot her set of issues that -- gosh, you' ve heard
it fromnme before. It's just back to those other two
categories of |ooking at outpatient, both primary care
trai ning and enhanced patient care in outpatient facilities.

| hear your concerns about the difficulties in trying to
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find measurenent, ways to neasure what's going on if we're
going to try and quantify enhanced patient care. |In that
environnment |'d say we've still got sonme difficulties, at

| east using nmy definition of quality, defining enhanced
patient care in inpatient settings as well based on ny
comments a m nute ago.

But that outpatient setting is still a real
concern for ne. It's been a long tine since | |ooked at it,
but I think it was one of the issues we were asked to | ook
at by Congress as well as the non-physician provider piece,
and that too would be an issue both in inpatient as well as
outpatient care. 1'll give you a copy, Julian, of what I
think is a good article on the outpatient side that |ooks at
non- physi ci an providers that mght be worth |ooking at in
the total scheme of things.

But this issue, this docunent right now doesn't
even speak to the potential for putting on the table
sonething of a framework for | ooking at outpatient primary
care, that we don't even put a marker in here right now for

the March report, and that concerns nme as | nentioned at our
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| ast neeti ng.

DR. NEWHOUSE: Let nme try to sunmarize since we're
past noon. | think Julian framed it correctly when he said,
we know this set of hospitals that we have call ed teaching
hospitals costs nore, and we have said that we think those
extra costs are buying sone kind of different -- they
represent -- he asked, what are we getting for those extra
costs? That's the question. W should be getting
sonmething, if we want to pay for them

Bill went back to our earlier discussion and
identified three possible reasons for those costs. | think
we shouldn't get too trapped in our wording of enhanced
patient care. One was severity or unnmeasured case m x, and
that's what breaking apart the DRG systeminto finer
categories potentially goes to, and the uni que services.

Then a third reason is just basically even for a
given patient that's the sane, the patient may be treated
differently in a teaching venue, and what | took the burden
of the chapter here to say, to the degree that's the case,

what can one say about the value of that difference in,
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shall | say, the style of care for a given patient? And
that the literature then supports that we're getting
sonet hing of value for the extra noney.

Al'l that |eads us to, what do we do about the
paynent system and the proxy neasure? Wat we haven't
real ly enphasized in this discussion but | think everybody
understands is that we would |like to get rid of, or mnimze
the distortion of paying on the nunber of residents and the
di stortion that we think has caused nore residents to be in
the systemthan were there before. Peter tal ks about maybe
we coul d have many proxies and that woul d | essen the wei ght
t hat goes on the nunber of residents, and therefore, there
m ght be fewer residents.

To the degree that there's many proxies, we have
many smal | distortions presumably instead of one | arger
distortion. That could give incentives all up and down the
line on each of the neasures we've put in. | should say
even the expanded DRGs are vulnerable to this. W
presumably will have one-tine coding changes. Every tinme we

tinker wwth the system we get codi ng changes. Those could
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be potentially recouped downstream by adjusting the update
factor as in fact has happened in the past. But there wll
be some cost there as well.

W may want to still continue to think about
whet her we want to call it enhanced patient care. | Kkind of
hate to get trapped by our |anguage. But | think that's
where we're at. | think this chapter, | think we're
actually on the right path here with where this has been
goi ng.

MR. PETTENG LL: If I can respond to that. |
think the way I would react to the discussion here would be
to say, there's very little that we can do in the short run
to answer this question. |It's obviously a very conplicated
question. In fact, we spend a ot of our tine as a
commi ssion tal king about quality of care, and access to
care, and appropriateness of care, and that sort of thing.
That's a whol e research agenda all by itself.

So what | woul d suggest that we do is expand this
a bit, tolay out the set of questions that need to be

answered in order to get a better handl e on proxy neasures
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for enhanced patient care, and to take into account that the
gquestions are not only about inpatient care. |In fact, the
nore inmportant questions may be about ambul atory care; that
is, the ones that are harder to deal with. And that's what
we would do for the March report.

Then on a |l onger termbasis we can begin to dig
into sone of these issues, drawi ng on what the benefit of
what ot her people on the staff are doing vis-a-vis quality

of care. Does that sound |like a reasonabl e proposal ?

DR LOOP: I'mstill somewhat skeptical that you
can actually quantify or qualify enhanced patient care. |'m
not sure we've really defined what enhanced neans. It's

somewhat quality, value, all those things. But what you're
really trying to neasure i s experience, coordination
coverage, depth of care. Those are very hard to neasure.
One thing you mght try to do, along with
transfers and the case mx index, is intensive care unit
beds. | don't know that you'll find anything there, but you
m ght find that teaching hospitals have nore and that's why

they receive nore transfers.
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One thing you might do is to forget about trying
to verify enhanced and just call enhanced care the
i ncorporation of teaching prograns, and that's the
definition. That a residency programis a given for
enhanced patient care because teaching is a public good.
It's sonmething to think about.

MR PETTENG LL: That's the default. That's where
we are now. And you nmay be right, we may not be able to --

DR, LOOP: But all the other things, that we've
tal ked about here, particularly transfers, that wll
initiate a whol e bunch of behavioral changes and | don't
think that will work at all. | don't know any other --
there's not enough good outcone data to really verify that
teachi ng hospitals have higher quality care. The risk
adjustnment is alittle nore sporadic and it's product |ine
risk adjustment, but it's not well-published or well-
adopt ed.

So | applaud your efforts. I'mreally interested
to see where it cones out on the APR-DRGs.

MR PETTENG LL: So am |.
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DR. LOOP: Because in just our own system| can't
really see how you can differentiate the nmedi umsized
teaching hospitals fromthe non-teaching hospitals. The big
institutions | think you could probably see a big
difference. But that alone will initiate some codi ng
behavi oral changes. |1'll have to be educated about that as
it goes forward.

MR. PETTENG LL: It's the coding changes, the
potential for coding changes and their inpact on the CM and
on paynents that has inhibited the Health Care Fi nancing
Adm ni stration from adopti ng enhancenents to the DRGs in the
past. There is a way to deal with that, but they do not now
have the statutory authority to use it.

It's not |like they haven't gone through changes in
the DRG definitions in the past and don't have sonme sense of
how much codi ng change that |eads to. You can nake a
forecast about what the coding change will be, and then you
can nmake a forecast error correction two years |ater when
you know what it was. They have the data to do it. They

have the data that is collected through -- | forget what
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they're called. The acronymis CDAC. They're data
abstraction centers --

DR NEWHOUSE: dinical data abstraction centers.

MR PETTENG LL: dinical data abstraction centers
whi ch reabstract 30,000 records a year. That's enough data
to get a pretty good estimate of what the coding change is.
That data goes back to probably ' 95.

MR. ASHBY: Can | interject here for a nonment that
we are obtaining the CDAC data. |It's already in the works.

MR. PETTENG LL: For a different purpose, yes.

MR. ASHBY: Yes, for a different purpose, but the
data would be there if we chose to --

DR. LOOP: Just one other point, and just keep
this in the background. As we're tinkering with graduate
nmedi cal education, you have to also factor in the cost of
nmedi cal education today conpared to even where it was 10
years ago. The tinme that residents spend in training, the
changes in graduate nedi cal education, the declining
rei nmbursenents for hospitals and physicians, and the nove to

outpatient training. Al of those factor in to whatever
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you're going to do to GVE, and we have to not ruin graduate
medi cal education in the process.

MR. MacBAIN. As | keep trying to visualize how
the new systemwould work it seens to ne that we're tal king
about sonething that's an exception to the general principle
that we've had that we ought to pay the sanme for the sane
service across settings. W're saying that there's
sonet hi ng about a teaching setting. |'mconsciously not
using the termteaching hospital because | agree with the
provi sion of the BBA that woul d | ook beyond traditional
hospitals as a teaching site. But that there is sonething
about a teaching setting, a teaching provider that nerits a
di fferent kind of paynent.

If that's where we're going, then the questions
are, first of all, how do we define a teaching provider? |
know one when | see one but |I'mnot sure | can define it.
Except that it's a teaching facility only if people are
there being taught. So the presence of students, residents,
| don't think we can escape that at sonme point. That's what

we're really trying to define, is sonmething that as a
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facility has an organi zed process of training future
practitioners. So sonehow we've got to incorporate that.

If we want to avoid encouragi ng addi ng nore
resi dents, adding nore students of other nedical
prof essi ons, then the nunber nay not be the critical
vari abl e, but the presence of students is. Maybe the thing
we want to neasure is the nunber of different teaching
prograns, different residency prograns, other types of
teachi ng prograns. \Whatever it is, | don't think we can --
if we're going to talk about teaching hospitals we can't get
away fromthe fact that you can't be teaching unless you' ve
got students.

The other question then is, if we have a way of
defining this thing so that this institution nowis
authorized to attach sone sort of nodifier to every bill
that it sends HCFA that results in a bunp in its paynent, is
how do we cal cul ate what the bunp is? Is it a fixed anount
across all facilities? Is it a percentage add-on? Does the
per cent age or the anmount change given the di nensions of the

teaching progran? And if so, what dinensions do we neasure?
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DR NEWHOUSE: Bill, we know there's this class of
hospital s that have residents that have higher costs. W
don't know to what degree those higher costs are causally
related to the presence of residents.

MR. MacBAIN. But the presence of residents is the
defining -- the thing that says, this is a teaching
hospi t al

DR. NEWHOUSE: We just know that there are this
class of institutions where there are residents that have
hi gher costs.

DR. ROANE: There may be other definitions, and
that's what we're seeking, because this is the default
option that Floyd nenti oned.

MR. PETTENG LL: That's where we are

MR. MacBAIN. The problemw th the default is that
if we use the nunber of residents, if we make the paynment
directly proportional to the nunber of residents, we've
created an incentive to have nore residents.

DR NEWHOUSE: That's what we've done.

MR. MacBAIN. VWere it's the presence of
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residents, not the nunber of residents that may be nore
significant.

DR. WLENSKY: Right. O not necessarily a |inear
rel ati onship.

DR. RONE: We're unconfortable with residents
because of the conceptual offerings that Joe has devel oped
about teaching. W'd like to find another neasure, and |
guess we're not real happy with using the U S. News and
Worl d Report ratings.

DR. WLENSKY: But it's also the issue, even nore
inmportantly, is what we're not happy with using the nunber
of residents. Whether or not you use the presence of
residents as part of -- Peter's comrent about an index, |
think is a very good one and havi ng perhaps as a necessary
conmponent the presence of residents. But the question of --

DR ROAE: | think the one thing I"'mattracted to
in this discussion is the concept of a nultifactorial
measure that m ght to sone degree decrease the inpact, or
dilute the inpact of specific gamng activities on the part

of one organi zation so we don't get these absurd results.
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And that's going to take a little longer, Julian, is what

" m hearing you say. |'mnot seeking approaches to nake
this harder, but that does seemto have a protective nature
toit.

DR. LOOP: The incentive to train nore residents
t hough is blunted by the cost factor which increases today,
and al so the Bal anced Budget Act, and the RRCs.

DR. WLENSKY: By the cap

DR. RONE: The '96 cap. There is no incentive to
train.

DR. LOOP: So | don't think the incentive to train
nore residents is a big factor today.

DR. W LENSKY: W do have this issue, there stil
is substantial variations. The Bal anced Budget Act puts the
[imt on but doesn't take account of the fact that there
still is not much incentive to go down at your at the cap or
if you' re anywhere below the cap. If we can find -- and
this is one of the enpirical issues that we'll have to wait
to see what happens. |If there's a way to provide a

paranmeter other than nunber of residents wth regard to the



10

11

12

13

14

15

16

17

18

19

20

186

best predictor of these increased costs, it would clearly be
pr ef er abl e.

MR. PETTENG LL: O sonething in conjunction with

DR. WLENSKY: Right. But | think this is the
kind of information that, as you're able to do sone
estimations, we'll be able to conme back to in terns of how
we woul d actually want to suggest distributing these nonies.

DR LOOP: If we're going to have a nmultifactorial
search here, could you sunmarize the nmultiple factors we're
going to investigate? The proxies have been |isted here,
but what are you really going to | ook at?

MR. PETTENG LL: | wouldn't pretend to try to give
you a list without thinking about it a whole |lot further.

DR LOOP: Al right.

DR. W LENSKY: Wy don't you have a conversation
soneti me between now and our Novenber neeting?

DR. NEWHOUSE: But by January the enhanced DRGs is
what | heard.

MR. PETTENG LL: On, yes. Al of the stuff that
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was in the workplan is going to be -- it's in progress.

DR. ROAE: But just send us a list of what you
think it mght be, and things you' re considering, or
peopl e' s suggesti ons.

DR. LAVE: And we could send hima |ist of things
that you m ght want himto consider as well, because there
be sonething that's there.

MR. PETTENG LL: You have ny e-mail address. [|'m
open to any and all suggesti ons.

DR. RONE: Proportion of patients that arrive via
the airport. That would be a good one.

MR, PETTENG LL: Actually, if we could just send
sonebody around with a GPS reader and get the |ocations of
-- actually we probably could do this and do it quite well
t hese days with mapping prograns. But | ook at where the
patients conme from

DR. W LENSKY: \Were the patient pool --

MR. PETTENG LL: Now that may be a little bit
m sl eadi ng because you woul d get a different regional

distribution just, say for the Mayo Cinic, than you m ght
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get for an equally --

DR. KEMPER. And don't forget hospital systens.

MR. PETTENG LL: Yes, of course. There are
probl ens with al nbst any neasure you can i nagi ne.

DR. W LENSKY: Thank you. Perhaps sone usefu
suggestions will cone from comm ssioners into you, but you
may want to try to have a conversation offline with a couple
of the comm ssioners who have indicated particular interest
in this before we reconvene in Novenber. Thank you.

This is the time for public comments, if there are
people that would |ike to make a comment.

M5. FI SHER: Karen Fisher with the Association of
American Medical Colleges. @Gven the discussion today
concerning the universe of entities you appear to be talking
about, | think they're teaching facilities or entities. |
think that the suggestion to think about another nanme change
for the adjustment woul d be useful because there are people
who are not part of these discussions and don't read the
transcri pts who see the term enhanced patient care

adj ustment and are not sure who you're tal king about. So |
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t hi nk that woul d be useful

We woul d help to sponsor the contest for the
renam ng and help out if that would do any good.

[ Laught er. ]

M5. FISHER But | think that would help clarify
what | think I'm hearing people are saying.

DR. W LENSKY: Thank you. W mght take you up on
your offer.

M5. TAYLOR MW nane is Pat Taylor. 1'man
i ndependent consultant specializing in rural health policy
issues. | want to speak to your discussion of the DSH
paynment reformand particularly to the table that showed the
per cent age change in total paynents going to groups of
hospital s by teaching and non-teaching, and public and
private. | was very interested in Dr. WIensky' s coment
about how this seenmed to be a real shift fromprivate,
including for-profits and non-profits, to public. | just
t hought, why will this be? A lot of the noney shift would
be going to rural hospitals.

| think Jack Ashby said that one reason is because
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there are going to be a lot nore -- you expanded the nunber
of rural publicly-owned hospitals. | think that's probably
a big expansion. Of the top of ny head, | think that 40
percent of rural hospitals are publicly owned. That's a
very high percentage. Oten by -- usually be county
governnments. So that, expanding the nunber of hospitals
certainly would change the -- or explain part of that.

But then the further question was, wll these
nmoni es really be directed where there are Medicare patients,
to benefit Medicare patients. Many rural hospitals have
very high proportions of Medicare patients. It's not
unusual for a rural hospital to have 60 percent or nore of
its inpatient days by for Medicare patients. So | think
that's not a reason -- so | think you need to see nore of
t he nunbers and breakdowns before you see how this plays
out .

DR. W LENSKY: Thank you. The nunbers of rura
hospitals that are public and the differentiation between
urban and rural is a useful concept for us to think of.

M5. COLLINS: I'mMlly Collins with the Anerican
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Hospital Association. | just wanted to nake two brief
coments on the paynent adequacy section and then follow up
wi th Comm ssion staff in a nore detailed response. The
first conment is really nore of a note of caution and that
is, hospital margins can turn negative quickly and we just
have to | ook back and Medi care PPS experience. Margins
bet ween 1987 and 1992 declined rapidly after governnent-
i nposed paynent reductions.

The second comrent is regarding the Bal anced
Budget Act and its future effects. N nety percent of the
PPS cuts have yet to be felt by hospitals because the BBA
'97 paynent reductions were back-loaded. Thank you.

DR. W LENSKY: Thank you

W w il be neeting the week before Thanksgi ving,
Novenber 18th and 19th. W are at Enbassy Suites here
agai n. Thank you.

[ Wher eupon, at 12:50 p.m, the neeting was

adj our ned. ]



